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NOTES

Unless otherwise indicated, all years referred to in this
report are fiscal years.

Dashes in tables in this report indicate amounts
less than $2.5 million.

Details in the text and tables of this report may not add
to totals because of rounding.

The Balanced Budget and Emergency Deficit
Control Act of 1985 is also referred to in this
volume more briefly as the Balanced Budget Act.




PREFACE

The Congressional Budget Office (CBO) is required by section 202(f) of the
Congressional Budget Act of 1974 to submit an annual report on budgetary
options to the Senate and House Committees on the Budget. This year, the
report is in two parts, with this report constituting Part II. Part I is entitled
The Economic and Budget Outlook: Fiscal Years 1988-1992.

This report provides background information for each major spending
area of the budget and for revenues, and analyzes various specific options
that would reduce the deficit. The inclusion of an option in the report, or
the omission of one, does not imply a recommendation by CBO.

All divisions of the Congressional Budget Office contributed to this
report, which was prepared under the supervision of Robert W. Hartman.
Alfred B. Fitt was responsible for Section I. John D. Mayer, Maureen
McLaughlin, Roger Hitchner, Jenifer Wishart, Earl A. Armbrust, and Rose-
marie Nielsen were responsible for coordinating the specific deficit reduc-
tion options in Section II of this volume. Budget authority and outlay esti-
mates were coordinated by Charles E. Seagrave, Robert A. Sunshine,
Michael A. Miller, and William P. Myers. Revenue and outlay projections
were prepared under the supervision of Rosemary D. Marcuss and Paul N.
Van de Water, respectively. The Joint Committee on Taxation provided
estimates of most of the revenue options.

Paul L. Houts supervised the editing and production of the report,
assisted by Nancy H. Brooks. Major portions were edited by Patricia H.
Johnston, Francis S. Pierce, and Sherry Snyder. Others who assisted in
preparing the manuscript for publication were Mary V. Braxton, Jill Bury,
Gwen Coleman, G. William Darr, Antoinette V. Foxx, Shirley G. Hornbuckle,
Patricia A. Joy, Norma A. Leake, Angela Z. McCullough, Betty J. Miles,
Ronald Moore, and Kathryn Quattrone. Additional assistance was provided
by Shelbah Adams.

Rudolph G. Penner
Director
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REDUCING THE DEFICIT




SECTIONI
REDUCING THE DEFICIT: AN OVERVIEW

The Balanced Budget and Emergency Deficit Control Act of 1985 (the Bal-
anced Budget Act) instructs the 100th Congress to adopt a budget plan for
1988 with a deficit no larger than $108 billion. But if the policies left in
place by the 99th Congress are continued by its successor, the likely deficit
for 1988 will be $169 billion, as shown in Table I-1 on the next page.

Unless the maximum deficit targets prescribed in the Balanced Budget
Act are amended, the budget resolution for 1988, which is due to be adopted
by April 15, 1987, must close a gap of $61 billion.1/ That amount corre-
sponds to a 5.7 percent cut in 1988 outlays or a 6.8 percent rise in revenues.

If all of the excess 1988 deficit is eliminated on the spending side of
the budget, some programs must be hit much harder than the 5.7 percent
mentioned above. This imbalance occurs because still other programs are
constitutionally shielded from any reduction at all--interest on the debt,
contract obligations, judgments against the United States, and so forth.
Technical factors and political consensus insulate yet other programs as
well. For example, the Balanced Budget Act protects so many programs--
mainly entitlements--from contributing significantly to deficit reduction
that CBO estimates the act’s rules would force a 14 percent reduction in
1988 budget resources for national defense and a 20 percent cut in the un-
protected nondefense programs. 2/

As for the alternative of reaching the 1988 deficit target entirely by
raising taxes, a 6.8 percent rise would mean total federal government reve-

1. The Balanced Budget Act permits the target to be exceeded by $10 billion before spending
reduction procedures are set in motion, but that leeway is not granted in preparing the
budget resolution. It must aim for a deficit of no more than $108 billion.

2. CBO and the Office of Management and Budget (OMB) will make a joint estimate for
1988 in August 1987. It will take account of enacted legislation and other developments
affecting the budget outlook and will average the estimates of the two agencies. The
August report will almost certainly differ from CBO’s current estimate of 1988 spending
reductions called for by the Balanced Budget Act.
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nues that year equal to 20.5 percent of projected Gross National Product
(GNP), a higher percentage than any other year since World War II. Such a
rise is the equivalent of a 16 percent personal income surtax.

THE CONTEXT FOR MAKING BUDGET DECISIONS

Table I-2 shows actual outlays by major category for 1985 and 1986, togeth-
er with the CBO projection of those outlays for the following six years. (The
major categories are described in the accompanying box.) The most impor-
tant message to be found in the table is that federal spending, which had
been rising as a proportion of GNP, is expected to decline if current policies
are continued. This reversal occurs largely because defense appropriations,
having had high real growth in recent years, are now assumed to stay con-
stant in real terms, and because projected interest rates are substantially
lower than those experienced earlier in the 1980s. To the extent that the
100th Congress reaches budget targets with less spending than that shown in
the baseline, the federal share of GNP will be correspondingly less.

TABLE I-1. CBO BASELINE DEFICIT PROJECTIONS
(By fiscal year)

Actual Base Projections
1986 1987 1988 1989 1990 1991 1992

Outlays 990 1,008 1,069 1,124 1,184 1,247 1,305
Revenues -769 -834  -900 -962 -1,050 -1,138 -1,220
Deficit a/ 221 174 169 162 134 109 85
Target Deficit b/ -172 -144 -108 -72 -36 -0 n.a
Excess Deficit 49 30 61 90 98 109 n.a.

SOURCE: Congressional Budget Office.
NOTE: n.a.= not applicable.

a. For the economic assumptions used in deriving the projected deficits, see CBO, The
Economic and Budget Outlook: Fiscal Years 1988-1992 (January 1987).

b. The maximums as prescribed in the Balanced Budget Act.
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The table also discloses the severity of long-range spending cuts that
must be made if the Balanced Budget Act’s 1991 zero deficit target is to be
met with no changes in baseline revenues. Under those circumstances, out-
lay growth from 1987 to 1991 can be only $130 billion instead of the $239
billion growth that would follow from adhering to current policy. Unless
laws are changed, entitlements alone--mainly Social Security and Medi-
care--are projected to grow by $136 billion from 1987 through 1991, imply-
ing negative growth in nominal dollars for defense, interest, and everything
else.

On the other hand, if the 1991 zero deficit target is met solely by
raising taxes, the probable required share of GNP for federal revenues would

TABLE[-2. BASELINE OUTLAY PROJECTIONS
(By fiscal year)

Actual Projections
Major Category 1985 1986 1987 1988 1989 1990 1991 1992
In Billions of Dollars
National Defense 253 273 280 290 303 317 332 346

Entitlements and Other
Mandatory Spending 440 456 481 512 544 578 617 660
Nondefense Discretionary

Spending 172 171 166 185 193 204 213 220
Net Interest 129 136 135 141 147 152 155 154
Offsetting Receipts -48 -47 -53 -59 -63 -66 -70 -75

Total 946 990 1,008 1,069 1,124 1,184 1,247 1,305
As a Percent of GNP
National Defense 6.4 6.6 6.4 6.2 6.0 5.9 Lyeri 5.6
Entitlements and Other

Mandatory Spending 11.2 11.0 10.9 10.9 10.8 10.7 10.7 10.7
Nondefense Discretionary

Spending 4.4 4.1 3.8 3.9 3.8 3.8 3.7 3.6
Net Interest 3.3 3.3 3.1 3.0 229 2.8 2.7 2145
Offsetting Receipts -1.2 -1.1 _-1.2 -1.3 _-1.2 -1.2 -1.2 -1.2

Total 24.0 23.8 22,9 22,8 22.3 21.9 21.5 21.1

SOURCE: Congressional Budget Office.
NOTE: Includes Social Security outlays, which are off-budget.
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FEDERAL SPENDING CATEGORIES

National Defense. Outlays for military and civilian personnel, operating costs,
weapons procurement, research and development, and military construction.

Entitlements and Other Mandatory Spending. Programs in which spending
is governed by a law making all who meet their requirements eligible to receive
payments. Subcategories are:

Health Care. Includes outlays for Medicare and for the federal share
of Medicaid expenditures.

Social Security and Other Retirement and Disability Programs. Includes
old-age, survivors, and disability benefits under Social Security, as well
as other federally financed retirement and disability programs, including
federal civil service and military retirement and disability programs,
veterans’ pensions and compensation, and Supplemental Security Income.

Other Entitlements and Mandatory Spending. Entitlements and other
mandatory spending not included above. Major examples are: non-means-
tested or partially means-tested benefits such as Unemployment Insurance
and child nutrition; means-tested benefits such as Food Stamps and Aid
to Families with Dependent Children; certain state and local grants such
as the Social Services Block Grant; and agricultural price supports.

Nondefense Discretionary Spending. All nondefense programs for which
spending is determined by annual appropriations, or by loan or obligation limits
imposed in appropriation acts. The basic governmental legislative, judicial,
and tax-collecting functions are included. A large part of this category
represents the salary and expense accounts that finance the ongoing operations
of the civilian agencies of government. Most grants to state and local
governments (other than for benefit payments) and nondefense research and
development are also in this category.

Net Interest. Interest payments on the federal debt, less interest received by
trust funds and other interest payments to the federal government.

Offsetting Receipts. Proprietary receipts from the public and the employer
share of employee retirement. Other receipts (for example, foreign military
sales, trust fund receipts, and payments to trust funds) appropriately netted
against outlays are included in the relevant categories above.
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exceed 21 percent, higher than the peak reached in World War II. The exact
percentage needed would depend, of course, on when taxes were raised.

The figures in Table I-2 also suggest that current policy means the
absence of any dramatic shifts over the next five years among the major
categories, but the aggregates conceal a large program that has replaced
interest on the national debt as the one whose federal costs are growing
most rapidly: farm income stabilization. In the five years ending with 1982,
annual outlays for that purpose averaged about $10.3 billion. In the next
five years, the annual average grew to $22.9 billion, and CBO now projects
the average for the 1988-1992 period will be $24.5 billion. For this reason,
Section Il includes a special discussion of the farm stabilization program.

Sale of Assets

Although the sale of assets by the government reduces the deficit under
current accounting conventions, this report does not include any options that
have the primary purpose of lowering the deficit with sale proceeds. The
omission is not because such sales are always inappropriate; indeed, the sale
of surplus federal property is a common and thoroughly appropriate activity.
Moreover, the sale of newly created federal assets that are financial instru-
ments--like loans to students or small business firms--would provide valu-
able market signals about their true value to the government and the real
cost of the subsidy currently being conveyed to the borrower. (Sales of
loans made in prior years have no particular use as a measuring rod since the
subsidy has long since been granted.)

Most such sales do nothing, however, to ameliorate the long-term defi-
cit. They produce some welcome cash in the sale year, but they do not
make a contribution to narrowing a chronic gap between spending and reve-
nue. The asset sale may be attractive in the short term, but only at the
price of giving up future revenues that the asset would have generated for
the government. In short, current deficit relief by this means may well lead
to a still more vexing deficit problem later on.

Another point about asset sales is that they squeeze credit markets in
almost the same fashion as borrowing by the government. The amount paid
for the asset is no more available for private investment than is a like
amount loaned to the Treasury. Thus, it is more appropriate to debate asset
sales under such rubrics as privatization, efficiency, and management re-
form than in the context of long-term deficit options.
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In many cases, the debate may lead to a conclusion in favor of a sale.
But there are strong arguments against counting the proceeds toward reduc-
ing the deficit; instead, they might well be counted as a means of financing
the deficit, just as the sale of Treasury bonds is counted. This treatment
would eliminate the distortions created by the current accounting of sale
proceeds. 3/

USES OF THIS VOLUME

This report lists 97 options that the Congress may wish to consider as it
grapples with the deficit problem; 77 involve spending cuts and 20 would add
to revenues. For each option, there is a short description of the arguments
for and against its enactment, together with the estimated savings or reve-
nue gains for each of the years 1988 through 1992. 4/

The Congressional Budget Office does not make policy recommenda-
tions except in the narrow area of budget process, so the appearance of an
item among the listed options cannot be taken as a CBO endorsement of its
enactment. Similarly, the absence of an item should not be construed as
CBO opposition to its passage. The list is simply a nonexhaustive compila-
tion of measures already in the public domain, so to speak. While considera-
tion of any one of them is virtually certain to cause controversy, none is
intended to be so extreme as to be implausible.

Almost all of the options in this report have been considered by past
Congresses and, by definition, have failed to be enacted. But something has
to give if the 100th Congress is to meet the Balanced Budget Act’s targets,
so the list includes items known to be unpopular, or previously voted down in
both Houses.

Section II of this report is in six parts, each one with a brief subject
introduction followed by the options relevant to the part: defense, enti-
tlements, farm price supports, the federal civilian work force, nondefense
discretionary programs, and revenues.

3. For more discussion of this issue, see CBO, An Analysis of the President’s Budgetary
Proposals for Fiscal Year 1988 (forthcoming).

4. The savings and gains are calculated against the CBO baseline, except for the defense
options, where the reductions are from the program in the President’s 1988 budget
recommendations.
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For a listing of individual options
grouped by subject, see the Table of
Contents. For a listing of options
grouped by budget function, see the
Appendix.

The reader should keep several cautions in mind. The separate options
cannot be added to a grand total. A number of them are mutually exclu-
sive, so that summing them would produce a meaningless figure. The sav-
ings effects of each are calculated separately, as if none of the other op-
tions were to become law, but in fact there would be interactions among
the options if many of them were enacted. As a result, the consequences of
enacting a package would be different from enacting each of its compo-
nentsin isolation.

The deficit reductions discussed in this volume represent only a first
approximation of savings that might actually be realized. Variations on any
particular option can, of course, be used to vary the savings it is likely to
achieve. In some instances, a reduction in one program might result in
program expansion elsewhere. Narrowing eligibility for VA hospital care,
for example, would lead to some increase in Medicare outlays. In most
cases, unless otherwise specified, such offsetting effects are not included
in the estimates presented in this report.

Any enduring reduction in outlays or increase in revenues will ulti-
mately result in a lower public debt, and therefore in lower net interest
outlays than would otherwise be the case. Thus, a one-dollar cut in a spend-
ing program or a one-dollar tax increase lasting for the 1988-1992 period
implies--at CBO’s projected interest rate--an interest saving during 1993 of
about 32 cents. While one could calculate such savings for any specific
deficit reduction measure, the number would not be particularly useful
since it would depend entirely on how many years of cumulative deficit
reductions were assumed. The useful number is the net impact on interest
outlays stemming from the whole budget enacted by the Congress. Hence,
the estimates for specific options do not include induced interest savings.

In general, the estimated savings or revenue gains calculated for the
deficit reduction options in this volume are derived from the economic as-
sumptions underlying the CBO baseline. If different economic assumptions
were used, or on the implementation of a budgetary plan that itself pro-
duced different economic results, then the savings and revenue gains from
many of the options in this volume would have to be reestimated.



SECTION II

SPENDING AND REVENUE OPTIONS




NATIONAL DEFENSE

The national defense portion of the federal budget supports two major activ-
ities: developing and procuring equipment for the armed forces and paying
personnel to operate and maintain this equipment. In 1987, about 54 percent
of the budget authority in the national defense function will be spent for
personnel and for operation and support of the forces. The remaining 46
percent, referred to as the "investment accounts,” will fund the research
and development, procurement, and military construction associated with
armed forces equipment (see Figure 1). From another perspective, national
defense spending is devoted to several military purposes (so-called "mis-
sions"), with general purpose forces (that is, all those except strategic nu-
clear forces) receiving the largest share. Although spending for strategic
nuclear forces often generates substantial debate, it will account for only
about 13 percent of the total defense budget in 1987, according to Adminis-
tration estimates.

After experiencing six consecutive years (1980-1985) of substantial
real--or inflation-adjusted--growth, budget authority for national defense
showed a real decline in 1987 for the second straight year (see Figure 2).
This decrease resulted in part from overall budgetary pressures to reduce
the deficit. Still, by postwar standards, real budget authority for defense
remains high. As a percent of gross national product, defense spending is up
from its 1980 level but well below the historical peacetime trends (see
Figure 3). Defense outlays grew from roughly 5.0 percent of GNP in 1979
to 6.6 percent in 1986. This latter measure of the defense budget is perhaps
the most comprehensive way to assess the resources the United States de-
votes to its security.

The portion of the defense budget devoted to investment has stabi-
lized, but at a high level that has implications for budget flexibility. In
1987, 46 percent of defense budget authority will be allocated to invest-
ment, compared with only 37 percent in 1980. 1/ This apportionment is
significant because emphasis on investment can constrain attempts to re-
duce defense outlays quickly. The Congress appropriates budget authority,

1. This shift in apportionment does not necessarily imply that the operating and support
appropriations (that is, the operation and maintenance and military personnel accounts)
are underfunded. In fact, since 1980 the operating accounts have increased in real terms
by almost $25 billion, or nearly 20 percent.
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which represents the right to enter into contracts for defense goods and
services. Actual spending, or outlays, can take place over a number of
years, depending on the nature of specific contracts. The lag of outlays
behind Congressional authorizations is particularly long for weapons pro-
curement. For example, for each dollar of budget authority provided each
year in the procurement accounts, only 13 cents, on average, contributes to
the outlays for that year. On the other hand, about 80 cents of each dollar
authorized in the operation and maintenance accounts in a given year con-
tributes to that year’s outlays. It is outlays that affect the budget deficit,
not budget authority. Therefore, in a budget plan with a high amount of
investment budget authority in a certain year, the Congress could face two
choices if it wished to realize near-term reductions in outlays and, thus,
significant deficit reductions: either cut operating and support appropria-
tions sharply or effect steeper cuts in overall defense budget authority.

THE ADMINISTRATION’S 1988 DEFENSE REQUEST AND ALTERNATIVES

In its budget for 1988, the Administration proposes to return to real in-
creases in defense spending, although at a more moderate pace than those
of the early 1980s (see Figure 2). The 1988 Department of Defense (DoD)

Figure 1.
Fiscal Year 1987 Defense Budget Authority by Appropriation Account
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Figure 2.
National Defense Budget Authority, Fiscal Years 1948-1992
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Figure 3.
National Defense Qutlays as a Percent of GNP, Fiscal Years 1948-1992
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five-year plan requests $312.0 billion in national defense budget authority
and $297.6 billion in outlays for 1988; by 1992 budget authority rises to
$396.9 billion and outlays to $370.9 billion (see Table II-1). For budget
authority, this request represents real growth of 3 percent over fiscal year
1987 and an average real growth of 2.3 percent a year from 1988 to 1992,
under CBO economic assumptions. The Administration proposals exceed the
CBO baseline--which assumes no real growth in defense budget authority--
by $10 billion in budget authority in 1988 and by $115 billion over the 1988-
1992 period. Outlays exceed the baseline by $8 billion in 1988 and by $72
billion over the five years.

Reducing the Deficit: The CBO Baseline and the Administration’s Request

In considering deficit reductions, the Congress establishes a revenue and
spending baseline from which to make adjustments. During debate over the
budget resolution for 1987, the Congress often used the CBO baseline. That

TABLEII-1. ALTERNATIVE LEVELS OF DEFENSE SPENDING
(By fiscal year, in billions of dollars)

Actual Estimated Projected
Levels 1986 1987 1988 1989 1990 1991 1992
CBO Baseline a/
Budget
Authority 289.1 289.6 302.1 315.9 330.2 345.4 361.2
Outlays 273.4 279.5 289.9 303.0 316.6 331.8 346.4
Administration’s
Request b/
Budget
Authority 289.1 292.9 312.0 332.4 353.5 375.0 396.9
Outlays 273.4 282.2 297.6 312.2 330.0 349.5 370.9

a. The CBO baseline maintains real defense budget authority at the zero growth level
throughout the five-year period from 1988 through 1992, using CBO economic
assumptions. Outlays are computed using currently estimated spending patterns.

b.  The Administration’s request is from Budget of the U.S. Government, various years; and
Office of Management and Budget, January 5, 1987.
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baseline assumed no real growth in defense budget authority, as does this
year’s version.

Should the Congress again adopt the CBO baseline for use in debating
the budget resolution, then a reduction of $10 billion of budget authority
from the Administration’s request would be needed just to reach the CBO
baseline level. But deficit reduction might require that the Congress ap-
prove a budget resolution with defense funding below the CBO baseline. For
example, if the Congress were to approve budget authority for defense in
1988 at a level of $10 billion below the CBOQO baseline level, this amount
would correspond to a level of $20 billion below the Administration’s
request.

If the Congress were to make such cuts, it could do so in many ways.
In the past, some savings were achieved through use of inflation dividends
($2.6 billion in 1987), some through specific program reductions, and some
through general reductions left to DoD to administer. 2/ Indeed, much of
this chapter assesses the effects of specific program reductions that could
be grouped together with other approaches into packages of changes. To
provide a sense of the overall effect of such packages, the next few para-
graphs discuss in general terms two strategies that would reduce budget
authority $10 billion below the CBO baseline level and $20 billion below the
Administration’s request. Strategy I follows 1987 Congressional priorities
in making 1988 reductions and applies to each 1988 appropriation account
the same percentage of the total defense reduction that it received in
1987. 3/ Strategy Il would parallel the approach under the Balanced Budget
Act (assuming only those exemptions that are already provided in law). The
act applies an equal percentage reduction to each appropriation. Table II-2
displays the levels of defense budget authority that would remain under each
strategy when starting the reductions from the Administration’s budget re-
quest. This does not imply that CBO believes that the Administration’s
defense budget request should be reduced to these amounts or that the stra-
tegies presented are the only ways to effect reductions. The levels and
strategies chosen here are only for illustration.

Generally, operating costs (defined as appropriations for personnel and
operation and maintenance) fare better under Strategy I than under Stra-

2, When the Administration submits its budget, prices in the budget are based on the
Administration’s estimate of inflation in the future. When inflation that has been
budgeted exceeds actual inflation, the difference is referred to as the "inflation dividend."

3. Budget authority for military personnel would be reduced by an amount equal to 6
percent of the total defense reduction, operation and maintenance by 28 percent,
procurement by 36 percent, research and development by 21 percent, and military
construction by 6 percent.
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tegy II. Although spending levels for operation and maintenance are the
same under either strategy, the personnel accounts under Strategy II are
nearly $4 billion lower than under Strategy I. Strategy I might require
reductions only in the growth in personnel and benefits requested in the
Administration’s plan, while Strategy II probably would require actual re-
ductions in the current level of forces. Large reductions in force levels
could lead to fewer forces stationed abroad or fewer ships deployed at sea
at any one time. The amount of any reductions would depend on the amount
of savings that could be achieved in other areas, such as recruiting and
moving costs.

Investment levels (procurement, research and development, military
construction, and atomic energy defense activities) would be higher under

TABLE II-2. LEVELS OF DEFENSE BUDGET AUTHORITY UNDER
ALTERNATIVE BUDGET PLANS AND STRATEGIES FOR $20
BILLION REDUCTIONS FROM ADMINISTRATION’S BUDGET
REQUEST, FISCAL YEAR 1988, BY APPROPRIATION
ACCOUNT (In billions of dollars of budget authority)

Repeat Uniform
Adminis- Past Percentage

Appropriation tration’s CBO Priorities Cuts
Account Request Baseline (Strategy I) (Strategy II)
Military
Personnel a/ 78.3 76.1 77.1 73.3
Operation and
Maintenance 86.6 83.4 81.0 81.0
Procurement 84.0 88.7 76.9 78.6
Research and
Development 43.7 37.4 39.6 40.9
Military
Construction 6.6 5.2 5.4 6.2
Other b/ 12.8 11.3 12.0 12.0

Total 312.0 302.1 292.0 292.0

SOURCE: Congressional Budget Office.

a. Includesthe Administration’s proposed military pay raise.
b.  Includes atomic energy defense activities.
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Strategy II than under Strategy I. Thus, modernization would continue at a
faster pace under Strategy II but more slowly than under the Administra-
tion’s plan. Both strategies would slow production and research and develop-
ment of many programs, but Strategy I probably would result in the cancel-
lation or delay of a greater number of procurement and research programs.
Under these strategies, investment would consume from 44 percent to 46
percent of the total DoD budget.

SPECIFIC OPTIONS

This section presents 22 specific options to limit spending for national de-
fense. The first 11 alternatives offer lower spending levels by reducing the
rate of growth in procurement programs for major systems, such as the MX
missile, F-15 aircraft, the Trident submarine, and the C-17 cargo aircraft.
Savings would be achieved either by canceling systems, as in DEF-01 and
DEF-02, or by slowing the rate of procurement, as in DEF-05.

Options DEF-12 through DEF-15 consider limits on spending in other
military investment accounts. Over the next five years, the Administration
plans to spend large amounts in areas such as research and development and
military construction. Options discussed here would achieve savings greater
than those shown for these purposes in either of the strategies above by
sharply reducing the rate of growth in these accounts.

Limits on growth in the military forces and on further improvements
in readiness are discussed in DEF-16 through DEF-19. Although limiting
growth in military forces would provide only small savings in the first year,
these options would produce substantial savings once the options were fully
implemented. Savings in the operation and maintenance option (DEF-17)
are less than savings for this purpose in either of the strategies discussed
above.

Finally, DEF-20 and DEF-21 offer savings by limiting the growth in
pay and benefits for military personnel. These include alternatives to slow
pay increases for active-duty personnel and to increase cost sharing for
medical care for military dependents and retirees.

The estimates of savings for all options were made relative to the
Administration’s proposed budget, using CBO current economic assumptions.
The Administration’s budget contains the detail necessary to estimate sav-
ings for specific program options. When possible, savings relative to both
the Administration’s request and .the CBO baseline are provided. In most
cases, savings are rounded to the nearest 100 million dollars, and are given
both in budget authority and outlays.
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DEF-01 CANCEL PROCUREMENT OF THE F-15

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Budget Authority 1,790 1,800 1,930 1,810 1,670 9,000

Outlays 170 810 1,350 1,590 1,700 5,620

The F-15 is the Air Force’s premier fighter, capable of operating during day
or night and in inclement weather. Its long-range radar and medium-range
missile enable the F-15 to attack enemy aircraft before those aircraft can
detect and attack the F-15. The Administration plans to purchase 210 of
these aircraft over the next five years (42 per year), bringing to about 1,020
the total number of F-15s in the Air Force inventory. For the last three
years, however, the Congress has authorized fewer F-15 aircraft than the
Administration has requested. Because of the plane’s expense, moreover,
the Air Force developed the less capable, but cheaper, F-16 to fulfill its
total force requirements. The Air Force will have purchased about 1,500
F-16s by the end of 1987 and plans to acquire an additional 870 aircraft
from 1988 through 1992.

This option would cancel all further procurement of the F-15. Cancel-
lation would save nearly $1.8 billion in budget authority in 1988 and $9.0
billion over the next five years. During this period, the Air Force will
continue to develop the Advanced Tactical Fighter (ATF) at a cost of about
$4.8 billion. According to design specifications, the ATF, intended to begin
replacing the F-15 in the mid-1990s, should be superior to the F-15. Thus,
if the ATF can meet all of its design objectives and enter the force as
currently planned, it could provide the United States with a significant in-
crease in tactical aircraft capability. Canceling the F-15 program would
provide a greater degree of certainty that the ATF program would be funded
as planned if the overall budget for Air Force tactical fighters were further
constrained.

The Air Force can meet its goal of 37 tactical fighter wings without
additional F-15 purchases and without changing current retirement plans for
the F-4s. The Air Force inventory currently contains about 1,000 F-4 fight-
er aircraft. Cancellation of the F-15 would reduce overall U.S. capacity to
produce aircraft, a potential problem in a lengthy war. Furthermore,
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the Air Force would acquire only 50 F-15Es--an improved version of the
F-15 that the Air Force is now buying for its ground attack mission. This
number might be too low to allow military planners sufficient flexibility for
employing the aircraft in the broad range of ground attack missions for
which it was developed.
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DEF-02 CANCEL THE C-17 PROGRAM

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Budget Authority 1,940 2,080 2,710 3,020 3,870 13,620

Outlays 690 1,270 1,500 1,850 2,330 7,640

The C-17 is the newest military transport aircraft. It is a four-engine, long-
range plane that can carry a maximum payload of 86 tons and operate effi-
ciently on smaller airfields. Along with other airlift aircraft, including the
C-5 and the C-141, the C-17 would be used to transport high-priority mili-
tary equipment and supplies quickly in the event of war.

The Administration requested $217.3 million in 1987 to prepare for
procurement of the C-17. The Administration eventually plans to buy 211
C-17s at a cost of $34.5 billion. While the Congress ultimately approved
most of the requested funds for 1987, it imposed considerable restrictions on
their use, indicating some concerns about the program’s justification. Speci-
fically, the 1987 National Defense Authorization Act included a provision
preventing the Air Force from obligating more than $64 million in procure-
ment funds before April 15, 1987, by which time the Comptroller General is
to report on the cost-effectiveness of the C-17 program and alternatives.

The Administration has requested about $724 million in 1988 to pro-
cure the first two aircraft, as well as $1.2 billion for continued development
activities. This option would deny any further funds for the C-17. If no
alternative aircraft were purchased, cancellation of the program would save
$1.9 billion in budget authority in 1988 and $13.6 billion over the next five
years.

Although canceling the C-17 would save considerable funds, this op-
tion has disadvantages. No currently produced aircraft combines the pay-
load and small-field characteristics of the C-17. These features, coupled
with improvements in cargo-handling equipment and performance, would fa-
cilitate deploying U.S. forces in difficult to reach areas with limited road
networks, such as the Middle East or Central America. Moreover, U.S.
strategic (intertheater) airlift capacity, even including the 50 C-5Bs now
being procured, could not deliver all the materiel theater commanders say
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should be airlifted in the event of a major conflict with the Soviet Union.
Moreover, the current fleet of C-141B aircraft, which comprises most of
the U.S. strategic airlift assets, is over 20 years old and could need replace-
ment starting in the 1990s. Thus, necessary expenditures might only be
deferred, not eliminated, by this option.

On the other hand, recent improvements to the airlift force have in-
creased airlift capability 48 percent since 1981--to a level never before
attained by the United States or any other country. As a result, U.S. airlift
forces are adequate to cope with most contingencies short of an all-out
global war. Thus, the Congress might decide to maintain the size of airlift
forces at current levels, accepting the additional risk this implies, and
target additional funds toward improving other elements of mobility, such as
sealift or prepositioning of equipment and supplies abroad. Although it
takes longer, shipping cargo by sea is far less costly than doing so by air.
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DEF-03 CANCEL THE ANTISATELLITE MISSILE

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Budget Authority a/ 420 750 500 500 400 2,570

Outlays 220 430 440 440 390 15,920

a. Savings do not include potential savings either from the termination of programs for
modifying the F-15 to carry the Miniature Homing Vehicle or from reductions in military
base construction and O&M.

The U.S. antisatellite (ASAT) missile currently under development is being
designed to destroy an orbiting enemy satellite by ascending directly into its
path. The missile would be launched into space from an F-15 fighter air-
craft. Problems with missile guidance and other technical subsystems have
caused development delays that have led to increased total program cost.
This greater cost, at least in part, has forced the Air Force to reduce the
number of ASAT missiles in their procurement plan from more than 100 to
35 and to restrict the deployment of the ASAT equipped F-15 planes from
two coasts to one.

Some members of the Congress also contend that U.S. development of
a direct-ascent ASAT missile would cause the Soviet Union to develop a
similar system, endangering U.S. satellites. The Soviet Union currently has
an orbiting ASAT weapon, but it appears to be unreliable and has not been
tested regularly in several years. Also, although the Soviet ASAT might be
effective against low-altitude U.S. military satellites used for navigation,
meteorological surveillance, and other purposes, it cannot reach critical
U.S. early warning and communications satellites in high-altitude orbits. To
help prevent an arms race between the United States and USSR in direct-
ascent ASAT weapons, the Congress has barred the testing of the U.S. ASAT
weapon against targets in space during fiscal years 1986 and 1987. The
Administration, however, proposes to resume testing in 1988.

This alternative would cancel the current ASAT program and rely in-
stead on evolving technologies that are part of the Strategic Defense Initia-
tive (SDI) research. Savings in fiscal year 1988 would be $420 million in
budget authority while savings over the next five years would total $2.6
billion. Some contend this option would not affect U.S. security because the
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direct-ascent technology is rapidly becoming obsolete. Ground-based lasers
or other directed-energy weapons now under study might prove to be more
effective in "blinding" or destroying satellites. The Air Force, however,
does not plan to decide until 1990 or 1991 whether to shift solely to a more
advanced system developed under the Strategic Defense Initiative, or to
continue to rely on direct-ascent weapons, or to pursue both technologies.
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DEF-04 CANCEL TRIDENT REFIT PROGRAM

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings
Budget Authority 60 200 130 310 280 980
Outlays 10 50 110 190 250 610

The U.S. Navy is currently developing and buying a new submarine-launched
ballistic missile (SLBM), the Trident II, for deployment in Trident sub-
marines. This new missile will be deployed as original equipment in the
ninth and subsequent Trident submarines. The Navy plans to refit the first
eight Trident submarines, currently armed with Trident I SLBMs, to carry
the Trident II. This option would cancel the plan to deploy the Trident II on
these eight submarines.

The Navy’s rationale for the refitting program is based on the better
accuracy and larger payload of the Trident II. Whereas the Trident I has
moderate accuracy and carries eight Mark IV warheads, the Trident II will
be roughly twice as accurate and will carry either about twelve Mark IV
warheads or about eight more powerful Mark V warheads. The improved
accuracy of the Trident II missile and the alternative of employing larger
warheads would greatly enhance U.S. capability to destroy enemy targets,
such as Soviet silos for intercontinental ballistic missiles (ICBM) and com-
mand and control centers, both of which are hardened to withstand nuclear
blasts.

But the plan to refit the first eight submarines is expensive. Cancel-
ing the refits would save $60 million in budget authority in 1988 and nearly
$1 billion over the next five years. This alternative would also reduce the
procurement of the Trident II by about 180 missiles, saving about $6 billion,
although these savings are not likely to be realized until the mid-to-late
1990s at the end of the Trident II procurement.

This option would preserve about 1,500 warheads capable of destroying
softer targets instead of deploying about 1,900 new warheads with greater
capability against hardened targets. Assuming that the United States de-
ployed a fleet of 20 Trident submarines as currently planned, this change
would not significantly affect the ability of the entire U.S. ballistic missile
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force--including both land-based and submarine-based missiles--to destroy
either small or large sets (500 to 2,000) of hardened enemy targets. This
change, however, would decrease by about 10 percent the portion of a large
set of hardened targets that could be destroyed by U.S. SLBMs alone. The
SLBMs might have to attack these targets alone if U.S. land-based missiles
were destroyed by a Soviet attack.
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DEF-05 SLOW TRIDENT SSBN CONSTRUCTION

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings
Budget Authority 1,330 150 10 1,310 150 2,950
Outlays 70 200 300 320 450 1,340

The Trident submarine is the Navy’s most advanced platform for submarine-
launched ballistic missiles (SLBMs), the sea-based leg of the U.S. strategic
nuclear triad. The first eight Trident submarines now carry Trident I SLBMs
(see DEF-04). Subsequent Trident submarines will carry the new Trident II
missile, which is scheduled for deployment on the ninth Trident submarine in
1990.

As of 1987, the Congress has fully funded the construction of 14 Tri-
dent submarines and authorized advanced procurement for the sixteenth
ship. According to the fiscal year 1988 Five-Year Defense Plan, the Admin-
istration plans in 1988 to fund fully the fifteenth ship and advanced procure-
ment for the seventeenth ship. An additional submarine would be funded in
each subsequent year of the current five-year plan.

The Congress could consider funding new Trident submarines at an
average rate of one every 1.5 years as opposed to one every year as the
Administration proposes. Indeed, in order to meet budgetary objectives, the
House Armed Services Committee recommended in its report on the 1987
National Defense Authorization Act that the Trident submarine not be fund-
ed in 1987. This recommendation was reversed, however, in conference.

This alternative would not fund a Trident submarine in 1988 and would
fund three rather than four submarines in the 1989-1992 period. This would
save $1.3 billion in budget authority in 1988 and nearly $3.0 billion during
the next five years. These savings would be permanent, however, only if the
United States were to deploy fewer than the 20 Trident submarines the Navy
currently envisions. Otherwise, the cost of acquiring the full 20 submarines
would simply be deferred.

This option would certainly delay U.S. missile deployments, but, be-
cause of the long time period required to construct Trident submarines, the
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delay would not affect deployments until 1994. By then, the United States
would have deployed 24 fewer Trident II missiles than currently planned (192
rather than 216), and by 1997 this shortfall would grow to 48 missiles (360
rather than 408). A reduced number of Trident II missiles might be offset in
part by extending the life of older Poseidon submarines.
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DEF-06 RESTRUCTURE THE ARMY’S FORWARD AREA
AIR DEFENSE PROGRAM

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings
Budget Authority 300 490 510 310 220 1,830
Outlays 100 240 290 300 300 1,230

Following the cancellation of the Sergeant York Division Air Defense Gun
(DIVAD) in August 1985, the Army initiated a program to improve its ability
to defend troops positioned well forward in the battle area against enemy
aircraft, particularly helicopters. This Forward Area Air Defense (FAAD)
program contains five elements designed to: (1) improve communications
among air defense weapons and sensors; (2) purchase a new weapon to per-
form the mission of the canceled DIVAD; (3) develop and procure a system
to provide air defense for the rear of the battle area; (4) develop and pro-
cure a system to attack enemy helicopters hiding behind hills, trees, or
buildings (a non-line-of-sight system); and (5) improve the air defense cap-
ability of the Army’s existing helicopters, tanks, and fighting vehicles. The
Army estimates that the total cost of this five-part program could be as
much as $11 billion, about $5 billion of which would be required during fiscal
years 1988 through 1992.

This alternative considers a restructured FAAD program, with the em-
phasis shifted from sophisticated and expensive "dedicated" (that is, devoted
to a single purpose) air defense weapons to programs designed to upgrade
Army tanks, fighting vehicles, and helicopters with a capacity to provide
protection from enemy aircraft. Since the principal threat to the Army’s
forward area comes from helicopters, the program would emphasize provid-
ing all Army weapons with some ability to destroy enemy helicopters. For
example, each fighting vehicle would be equipped with missiles that could be
used against either tanks or helicopters, Army helicopters would be equip-
ped with missiles capable of destroying enemy helicopters, and Army tanks
would be provided ammunition with enhanced capability against hovering
helicopters. Because each Army vehicle would be capable of defending
troops against enemy helicopters, dedicated air defense weapons should be
needed primarily to counter fixed-wing aircraft. The Stinger missile sys-
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tem, currently in use by the Army, is designed to oppose fighter-bomber
aircraft. A vehicle mounted version of Stinger, which is being developed as
part of the FAAD program, could replace the older Chaparral system cur-
rently in the field and would provide needed capability. Savings under this
alternative would be $300 million in budget authority in 1988 and $1.8 billion
over the next five years. Savings reflect termination of the follow-on to the
DIVAD program and cancellation of any further purchases of TOW missiles
and Chapparal missiles and fire units, offset by the costs of equipping tanks,
fighting vehicles, and helicopters as described above.

This alternative does not offer a substitute for a non-line-of-sight
(NLOS) weapon capable of destroying enemy helicopters hiding behind ob-
stacles such as buildings or ridges. But Soviet forces currently could not
conceal their helicopters in this way and still fire at U.S. forces. Thus,
although research could continue on a NLOS missile system to meet a poten-
tial threat, procurement plans now might be premature.

This alternative might also offer increased capability relative to the
Army’s plan in at least one area. The ability to destroy helicopters is, in
part, a function of the total number of weapons that are capable of striking
helicopters at a specific range. By this measure, this option could provide
twice as much capability as the Army’s plan.

On the other hand, this alternative does require that infantry and tank
commanders assume greater responsibility for air defense, a situation that
could adversely affect their ability to perform their mission of destroying
tanks.




32 REDUCING THE DEFICIT January 1987

DEF-07 DEFER NEW PROGRAM STARTS UNTIL 1990

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Budget Authority 8,360 12,220 5,980 7,750 4,320 38,620

Outlays 3,220 6,400 4,060 4,730 6,740 25,150

Although the Congress only appropriated 88.7 percent of the procurement
funds requested by the Department of Defense for 1987, money was pro-
vided for initial production of several major new weapons. These include
advance procurement funds for the C-17 strategic transport aircraft for the
Air Force, the SSN-21 attack submarine for the Navy, and initial production
funds for the 106MM light howitzer for the Army. The Congress funded
these new programs in part through savings from reduced procurement rates
for other weapons. The Air Force’s request for 48 F-15 aircraft per year
was reduced to 42, the Army’s request for 870 Bradley Fighting Vehicles was
lowered to 662, and the Navy’s request for 120 F/A-18 aircraft was de-
creased to 84. In short, the Congress did not appropriate enough both to
procure all of the weapons at the rates requested by DoD and to fund the
new programs.

The DoD proposed budget for 1988 and 1989 contains funds for many
new weapons. These include research and development funds of about
$920.0 million in 1988 and $1.8 billion in 1989 for 13 new major weapons
programs, including the Navy’s Advanced Air-to-Air Missile system, the Air
Force’s mobile rail basing for the MX missile (see DEF-08), and a portion of
the joint Air Force and Navy Air Defense Initiative. The DoD proposed
budget also includes initial production funds of about $2.6 billion in 1988 and
about $6.1 billion in 1989 for 16 major weapons programs, including the
Army’s Air Defense System (Heavy) (see DEF-06) and the Navy’s T-45 jet
trainer. In addition, there are other new research and development pro-
grams, including the Army’s Airborne Adverse Weather Weapon System and
the F-111 Self-Protection System for the Air Force which, although not
designated as "major" programs, receive requests for comparable funding for
1988-1989. The DoD budget request also includes a number of major new
"black" (classified) research and development programs.

The Congress could choose to defer development and procurement of
many or all of these new programs until 1990 to preserve the development
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and production rates of other weapons. Such an approach might avoid inef-
ficiencies caused by reductions in planned development or rates of produc-
tion of existing weapons and allow the DoD to complete development and
procurement of some weapons more quickly. Savings as a result of deferring
all new major program starts in research and development and procurement
(including those discussed in DEF-02, DEF-06, and DEF-09) might be as
much as $8.4 billion in budget authority in 1988 and $38.6 billion over the
next five years. These savings assume that research costs for weapons that
continue to be scheduled for procurement in 1988 are sustained at their 1987
level to ensure continuity of the programs.

Some loss in capability might be expected under this alternative, es-
pecially in areas such as communications or intelligence gathering for which
DoD plans to begin procurement of many new systems soon. The loss of
capability in some areas, however, might be offset somewhat by avoiding
reduced acquisitions of weapons currently in production. In the long run,
maintenance of efficient production rates should provide greater defense
capability for the same expenditure.
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DEF-08 REDUCE PURCHASES OF MX MISSILES

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings
Budget Authority 940 1,580 970 1,260 1,150 5,900
Outlays 390 1,010 860 800 950 4,010

Over the next six years, the Administration plans to buy another 157 MX
missiles which carry 10 warheads. Of these, 107 would be earmarked for a
test program to establish and monitor the reliability of the missile. The
other 50 missiles would be deployed in a mobile basing mode. They would be
kept in railroad cars on military installations in peacetime and would be
dispersed on existing rail lines during times of crisis. These 50 rail-based
missiles would be additional to the 50 MX missiles currently approved for
deployment in existing Minuteman missile silos. The total deployment of
100 MX missiles would be consistent with the recommendations of the 1983
Scowcroft Commission.

This option assumes that the Congress would allow the procurement of
only 31 additional MX missiles, rather than the Administration’s planned 157
missiles, for a total program of 50 deployed missiles and 47 test missiles.
Under this option, production would be limited to no more than 12 missiles
annually over the next three years. Savings would total $940 million in
budget authority in 1988 and $5.9 billion over the five-year period. Alter-
natively, all 31 additional test missiles could be procured next year at an
ultimate savings over the five years of $6.8 billion. Greater savings would
be achieved because of more efficient production rates. Because this option
would not permit deployment of the additional 50 rail-based missiles, it
would eliminate the need to construct the mobile basing system and save
about $1.8 billion for further research on this basing mode, including $0.9
billion in 1988.

With sufficient warning, rail-mobile basing would allow many of the 50
MX missiles to survive a Soviet attack and so would provide substantial
additional capability to retaliate. The Administration argues that this addi-
tional capability is needed to deter nuclear war. On the other hand, rail-
mobile missiles would require a number of hours of warning in order to
disperse widely and so survive a Soviet attack; such warning might not be
available in a crisis. Rail-mobile missiles could also be vulnerable to sabo-
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tage of rail lines. Not procuring the additional 50 missiles for mobile basing
would also be consistent with an earlier Congressional decision to limit de-
ployment of MX to 50 missiles in existing silos.

Furthermore, this option would limit the number of MX test missiles
to 47. The current MX test program is generally consistent with the statis-
tical guidelines furnished by the Joint Chiefs of Staff and is modest com-
pared with test programs for past generations of U.S. ballistic missiles.
Moreover, a large reduction in numbers of MX test missiles could greatly
reduce confidence in the ability of deployed MX missiles to function in a
crisis. On the other hand, 47 missiles would allow minimal testing--36 mis-
siles for the entire Operational Test program and 11 more to test the
effects of aging on the missiles. This smaller test program would reduce
costs and might be consistent with the small strategic contribution of the
currently approved MX program. The 50 MX missiles now being deployed in
existing silos would provide less than 1 percent of U.S. warheads that are
likely to survive a Soviet attack.
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DEF-09 CANCEL V-22 AIRCRAFT DEVELOPMENT

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Budget Authority a/ 470 640 2,140 2,800 2,550 8,600

Outlays 240 360 530 1,190 1,900 4,220

a. Because budget details were not available, savings do not include potential savings
from termination of Army or Air Force requirements.

The V-22, previously known as the JVX, is a new tilt rotor aircraft under
development by the Department of the Navy for use by all four services.
(Tilt rotor means that the aircraft has rotor blades that can be positioned
vertically for taking off and landing and horizontally for forward flight.) The
aircraft will be designed to transport 24 people or about 5,700 pounds of
equipment at cruising speeds of over 280 miles per hour. Its long maximum
range of 2,400 miles should allow it to fly to Europe in the event of war,
thus freeing large transport aircraft and amphibious ships for other cargo.

The V-22 aircraft is expected to perform different missions for each
of the four services. The Marine Corps has expressed the largest and earli-
est need, asking for 552 aircraft with delivery beginning in the early 1990s.
These aircraft would be used for combat assault--that is, transporting troops
and equipment from an amphibious ship to a beachhead--a mission currently
being fulfilled by the aging CH-46 and CH-53 helicopters. Air Force re-
quirements call for 80 aircraft in the 1990s for special operations, while the
Navy has indicated a need for only 50 aircraft to conduct combat search and
rescue. (The Navy, however, may require about 300 aircraft for the anti-
submarine warfare mission of finding and attacking enemy submarines.)
Army requirements are the least precise of all the services. Recently, the
Army indicated that it would procure about 231 aircraft in the mid-1990s,
although an exact requirement for this aircraft has not been officially es-
tablished.

Canceling further development and procurement of the V-22 could
save an estimated $470 million in budget authority in 1988 and $8.6 billion
over the next five years. Additional savings could be realized in later years.
The Marine Corps could continue to rely on the older and less capable
CH-46 and CH-53 helicopters currently being used, while considering other
helicopters and amphibious landing craft to perform the combat assault mis-
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sion in the future. Relying on these older helicopters should not cause
operational problems at the present time. The Marine Corps has indicated
that, by continuing to replace parts subject to wear, helicopter service lives
can be extended indefinitely. The relatively small needs of the other ser-
vices could also probably be met with other existing helicopters or small
fixed-wing cargo aircraft, although Navy needs for antisubmarine warfare
could eventually demand development of another aircraft.

Termination of the V-22 also could reduce the number of aircraft
models competing for Navy aircraft procurement funds. The Congress is
already concerned about the number of Navy aircraft programs now funded
at low procurement rates. Thus, if the Navy had to rely on existing aircraft
in lieu of the V-22, these aircraft might be procured at more economic
production rates, or at least not reduced below the currently planned rates.

67-341 O - 87 - 2
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DEF-10 RESTRUCTURE THE ARMY HELICOPTER PROGRAMS

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings
Budget Authority 800 310 320 260 -300 1,390
Outlays a/ 270 580 550 500 120 2,020
a. Five-year outlays are higher than budget authority because of the mix of appropriations

in this option. The research and development appropriation spends at a much faster
rate than procurement. Therefore, research and development outlay savings from
cancellation of the LHX program are only partially offset by early spending on
procurement to acquire AH-64 and UH-60 helicopters. The balance of procurement
outlays would occur beyond the five-year period.

The Army initiated an ambitious new helicopter program in 1982, known as
LHX (Light Helicopter Experimental). Beginning in 1992, the Army plans to
produce two versions of the LHX, an attack version and an utility or cargo
design. According to tentative plans, the Army intends to purchase about
5,000 of these helicopters, primarily as attack aircraft. Total cost for the
program, including development and procurement, was recently estimated
by GAO at $60 billion, with $400 million programmed for 1988 and a total of
$3.3 billion through 1992.

The Army feels that it must develop a new helicopter to replace its
aging fleet of existing light attack (AH-1), scout (OH-58), and utility heli-
copters (UH-1). These models were developed in the early 1960s and are
becoming increasingly difficult to maintain. Indeed, by 1990, about 70 per-
cent of the Army’s light helicopter fleet will be 20 years old. Furthermore,
according to Army planners, these 1960s vintage aircraft will not be able to
meet the threat posed by Soviet aircraft in the 1990s. Specifically, the
AH-1 helicopter’s limited maneuverability makes it vulnerable to Soviet de-
fense systems.

Serious questions, however, have been raised concerning the desir-
ability and feasibility of the LHX program as it is currently structured. The
Pentagon’s Defense Science Board recently questioned the need for the per-
formance requirements established for the LHX. The Board argued, among
other things, that the Army might have overstated its requirements. The
Board also questioned the Army’s cost estimates for the program and the
preliminary production schedule; both were considered optimistic.
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This alternative would cancel the LHX program as now conceived and
extend the Army’s current attack and utility helicopter programs. Savings
would be about $800 million in budget authority in 1988 and $1.4 billion over
the next five years. Procurement of the Army’s current attack helicopter,
the AH-64 Apache, which is scheduled to end in 1988 after 593 aircraft have
been bought, would continue under this option. The Army has stated that
593 aircraft are less than 25 percent of the requirement for this type of
helicopter. This option would continue AH-64 production at a low rate (36
per year) through 1992, resulting in a total procurement of 706 AH-64s, or
about 30 percent of the total Army requirement by 1992.

The Army’s newest utility helicopter, the UH-60 Blackhawk, is also
scheduled to complete procurement before 1992. This option would continue
to produce UH-60s through 1992, but at a rate of 48 per year, which is lower
than the Administration’s plan. As a result, a total of 1,099 UH-60s would
be purchased by 1992, compared with the Army’s current procurement plan
to acquire 1,107 by 1991.

This alternative has the advantage of relying on the proven capability
of the Apache and Blackhawk. Improvements to these aircraft to counter
evolving Soviet threats could be added, although the costs of such improve-
ments are not reflected in the savings noted above. This option would also
ensure a continuing production capacity for attack helicopters. The Army
plan would close the only Army attack helicopter production line after pro-
ducing the Apaches purchased in 1988, with LHX production not planned to
begin before 1992. In the 1987 National Defense Authorization Act, the
Congress expressed concern about this gap, which would delay U.S. mobiliz-
ation in the event of war.
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DEF-11 DELAY THE ARMY’S DEEP-ATTACK WEAPONS

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings
Budget Authority 230 320 360 160 -40 1,030
Outlays 90 160 210 180 160 800

The Army and Air Force together are developing a Joint Surveillance and
Target Attack Radar System (JSTARS) to provide an airborne platform for
early warning and detection of ground targets at long range. Targets might
include groups of vehicles, communication nodes, and command centers deep
in enemy territory. The Air Force is developing the radar and the plane on
which it will be mounted, while the Army is responsible for the ground
terminals the system will use to receive data from the airborne radar. The
Army’s ground terminals would also transmit target information to Army
weapons that would attack targets found by JSTARS.

The Air Force does not plan to purchase its first JSTARS radar until
1991. The Army, however, began buying JSTARS ground terminals in 1987,
which seems premature since no tactical system currently exists that could
use the ground terminals. Furthermore, the Army as yet has no weapons
that are capable of attacking targets deep within enemy territory. It is,
however, developing a system, called the Army Tactical Missile System
(ATACMS), designed to attack targets up to 150 kilometers behind enemy
lines. But, since the missile cannot find targets without some general idea
of target location, purchasing it before the advent of a working JSTARS also
seems untimely. This alternative would synchronize the purchase of the
Army’s JSTARS ground terminals and the ATACMS missile with Air Force
procurement of the JSTARS radars. Purchase of the JSTARS ground ter-
minals would be delayed from 1988 to 1991 and ATACMS from 1989 to 1991.

In addition, the Army is developing a sophisticated antitank warhead
for its shorter-range Multiple Launch Rocket System (MLRS). The MLRS
was designed as a fire suppression weapon to be used primarily against
enemy artillery sites up to 30 kilometers away. It was not designed to
destroy tanks. In an attempt to counter the Warsaw Pact’s superiority in
numbers of tanks, however, the Army is planning to outfit MLRS rockets
with antitank warheads that would find and subsequently guide themselves
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to individual tanks. The Congress has expressed concern that such a pro-
gram would be expensive and duplicative of other Army programs that are
developing artillery-launched antitank rounds. This alternative would,
therefore, delete all funding for an antitank warhead for MLRS.

This alternative offers savings without any apparent significant loss in
capability. Because the deep-attack concept cannot be implemented effec-
tively until all aspects of the program--the radar, the terminals, and the
missiles--are fully functional, delaying the independent lead items would not
affect the system’s operational capability. The antitank warhead for MLRS
appears redundant. Under this option, savings would be $230 million in
budget authority in 1988 and $1 billion over the next five years.
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DEF-12 LIMIT FUNDING FOR SUPPORTING PROCUREMENT

Annual Savings Cumulative
(millions of dollars) Five-Year
1988 1989 1990 1991 1992 Savings

Savings from Administration’s Request

Budget Authority 0 1,590 2,660 3,380 3,460 11,090

Outlays 0 430 1,180 2,070 2,730 6,410
Savings from CBO Baseline

Budget Authority 1,880 1,350 750 80 -660 3,400

Outlays 500 910 1,050 770 170 3,400

Most Congressional debate over the defense budget revolves around major
defense programs that buy missiles, aircraft, and ships. Such spending ac-
counts for about 71 percent of total appropriations for procurement. An-
other 24 percent--labeled here as "supporting procurement"--is spent for
trucks and cars, communications equipment, general purpose computers, of-
fice equipment and furnishings, training devices, and the variety of other
equipment required by the military services. These items support the opera-
tional needs of the services both in the field and at headquarters. In terms
of mission importance, they range from items essential to military opera-
tions, such as sonobouys or radios, to items more related to administrative
activities common to peacetime and wartime, such as office computers.

In 1987, the Congress reduced the Administration’s request for an 18.8
percent real increase in budget authority for supporting procurement to 2.7
percent. In its 1988 budget, the Administration has requested $19.4 billion,
a decrease of 5.2 percent from the 1987 appropriation. This is a real decline
of close to 9 percent, when expected inflation is taken into account. A real
increase of nearly 12 percent, however, is requested in 1989. This option
would target no further reduction in the supporting procurement accounts
for 1988; these accounts could then be allowed to grow at a 3 percent real
rate in subsequent years. This action would reduce spending by $11.1 billion
over the 1989-1992 period, relative to the Administration’s request, and by
$3.4 billion relative to the CBO baseline.
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Because these accounts buy a multitude of equipment items, this re-
port cannot specify the detailed changes needed to achieve the savings dis-
cussed above. In the past, the Congress has tended to cut funds for com-
munications equipment, munitions, and industrial preparedness by larger
amounts, while providing most of the requested funds for items such as
spare parts, vehicles, and base support equipment. If this pattern was fol-
lowed in limiting the 1989-1992 requests, the major effects would be a slow-
ing of communications modernization and less ability to sustain combat in
the event of an extended conflict. Normal peacetime operations and im-
mediate combat readiness would be less affected.
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DEF-13 ALTER RESEARCH AND DEVELOPMENT FUNDING

Annual Savings Cumulative
(millions of dollars) Five-Year
1988 1989 1990 1991 1992 Savings

Savings from Administration’s Request

Budget Authority 6,350 5,370  -790 -2,340 -1,370 7,220

Outlays 3,260 5,010 1,920 -990 -1,460 7,730
Savings from CBO Baseline

Budget Authority 0 0 0 0 0 0

Outlays 0 0 0 0 0 0

Although Congressional and public attention has focused on the Strategic
Defense Initiative (see DEF-14), research and development (R&D) appro-
priations for the Department of Defense pay for a wide range of other
activities: basic research, such as high-energy physics or microbiology; ap-
plied research, such as ceramic or construction engineering; engineering
development to put weapons systems into production; and operational test-
ing of newly developed weapons. Although most defense R&D funds are
spent in private industry for the development of weapons systems, these
funds also finance the operation of government laboratories and much re-
search activity at universities and private nonprofit research centers.

The adequacy of R&D funding is difficult to measure; the potentially
adverse effects of lower spending levels would not manifest themselves for
several years. Much of the research funding is spent to explore new tech-
nologies, only some of which lead to advanced research and development.
Increases in real levels of research funds should allow continued exploration
of new areas; lower spending levels would require greater scrutiny of new
research proposals and harder choices about the continued funding and rate
of funding for ongoing programs. At some point, tighter research budgets
would result in further narrowing of the U.S. technological advantage over
the Soviet Union.

R&D budget authority has grown sharply in recent years, up by 96
percent in real terms from 1980 through 1987. This corresponds to an aver-
age annual real growth of about 10 percent. The Administration requested
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$41.9 billion in 1987 (a real increase of 21 percent), but the Congress ap-
propriated only $35.8 billion, a 3 percent increase in real funding compared
with the previous year.

For 1988, the Administration has requested 17 percent real growth in
budget authority for R&D. The Congress could choose to provide zero real
growth in R&D funding (only enough to allow for inflation) in 1988 and
subsequent years. This option would save $6.4 billion in budget authority in
1988 and $7.2 billion over the next five years relative to the Administra-
tion’s request. There would be no savings relative to the CBO baseline under
this option. This option would allow the same level of R&D effort as in 1987
and would leave R&D with about 12.4 percent of the entire defense budget,
a high level by historical standards.

Because so many programs exist in this area, this report cannot speci-
fy which programs would be affected by a slowdown. Last year, for exam-
ple, the Congress made detailed changes to hundreds of different R&D pro-
grams. The Strategic Defense Initiative and research on a new, small ICBM
would probably be affected by any major slowdown in R&D funding, as would
many smaller programs.
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DEF-14 SLOW GROWTH IN THE
STRATEGIC DEFENSE INITIATIVE

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Budget Authority 1,200 1,500 1,700 2,000 2,300 8,700

Outlays 540 1,170 1,460 1,740 2,020 6,930

On March 23, 1983, President Reagan called for the United States to render
nuclear weapons "impotent and obsolete" by developing defenses that could
destroy an enemy’s nuclear weapons before they exploded on American soil.
The research and development (R&D) plan resulting from this mandate--
known as the Strategic Defense Initiative (SDI)--calls for devoting about $37
billion from 1988 through 1992 to study applicable technologies and system
concepts, ranging from space-based lasers and particle beam weapons to
more conventional antiballistic missiles.

The pace of SDI funding will determine how quickly SDI moves from a
research to a development program. Some advocates argue that this pace
should proceed as quickly as the fastest technological advances would allow.
Others argue that SDI should not proceed beyond intensive research without
greater understanding of how SDI would be integrated into the overall U.S.
defense posture--including offensive forces, arms control, and allied respon-
sibilities. For example, preserving the Anti-Ballistic Missile treaty is a
widespread concern in the Congress. Still a third group argues that only a
particular focus of SDI should proceed as fast as possible, such as tactical
ballistic missile defense or terminal defense of intercontinental ballistic
missiles.

Meanwhile, there is a growing concern that SDI budgets will over-
whelm other, very important research and development efforts. The Ad-
ministration’s plan calls for a steep rate of real growth in SDI funding: 35
percent from 1987 to 1988 and an average of 14 percent annually thereafter
through 1992. Thus, the SDI will consume a greatly increasing share of
Department of Defense R&D resources. In 1985, the first year of the SDI
program, it represented about 5 percent of the Research, Development,
Test, and Evaluation (RDT&E) budget. By 1992, the SDI would take up about
23 percent of the total DoD RDT&E budget.
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Concerns about technological balance and the pace of SDI growth
could be partly addressed by slowing the rate of growth in spending (in real
terms) during the next five years. This slowdown would save $1.2 billion in
budget authority in 1988 and $8.7 billion over the next five years. Under
this plan, the SDI would still consume about 18 percent of the DoD RDT&E
budget by 1992. Remaining funding should allow intensive evaluation of the
feasibility of new SDI technologies, and full-scale development and deploy-
ment decisions could still be pursued in the 1990s. This slowdown would also
allow more time to develop this large program efficiently and to debate
fully the technical and arms control issues involved in these efforts. But,
under this alternative, the SDI is not likely to be deployed as early or as
completely as under the Administration’s plan, a major drawback in the view
of ardent SDI supporters.
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DEF-15 ALTER FUNDING FOR MILITARY CONSTRUCTION

Annual Savings Cumulative
(millions of dollars) Five-Year
1988 1989 1990 1991 1992 Savings

Savings from Administration’s Request

Budget Authority 1,550 1,670 2,070 2,140 2,710 10,140

Outlays 200 850 1,310 1,710 1,920 5,990
Savings from the CBO Baseline

Budget Authority 200 200 210 220 220 1,050

Outlays 30 110 160 190 190 680

Military construction funding for the Department of Defense pays for a wide
range of activities: combat-related construction, such as ammunition stor-
age facilities and aircraft and weapons maintenance facilities; morale- and
welfare-related construction, such as gymnasiums and child-care centers;
and living accommodations, such as unaccompanied personnel housing and
barracks. These funds also pay for acquiring land for military use and for
modifying existing facilities.

Military construction funding increased by an average of over 10 per-
cent annually in real terms from 1980 through 1986. In 1987, however, the
Congress reduced real budget authority for this purpose to 8 percent below
the 1986 appropriated level. In 1988, DoD has asked for $6.6 billion in
budget authority for military construction, a real increase over the 1987
level of 25.9 percent. If this request was restricted to the 1987 appropri-
ated level, and held constant in real terms in subsequent years, this option
would save $1.6 billion in budget authority in 1988 and $10.1 billion over the
next five years relative to the Administration’s request. This option would
save $0.2 billion relative to the CBO baseline in 1988 and a total of $1.1
billion over the next five years.

Potentially adverse effects of continuing to limit the growth in mili-
tary construction are difficult to assess because of the large number of
projects in this area, each of which could be affected differently. Some
projects would probably take longer to complete, while some planned mili-
tary construction programs would probably be canceled or postponed indefi-
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nitely. Even some new projects that have received strong support from the
services--such as military construction programs at Ft. Drum, New York, to
support one of the Army’s new divisions and the Navy’s plan to establish new
homeports for some of its fleet--might have to be reduced in their scope
unless spending for other projects was lowered to offset the cost of the new
programs.
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DEF-16 RETIRE SOME G-MODEL B-52
STRATEGIC BOMBERS EARLY

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Savings in Total Federal Budget a/

Budget Authority 280 870 1,220 1,280 1,340 4,990
Outlays 130 480 820 1,000 1,220 3,650

Savings in Defense Budget a/

Budget Authority 280 870 1,220 1,280 1,340 4,990
Outlays 150 550 910 1,100 1,230 3,940
a. Savings in the federal and DoD budgets differ because of the effects of accrual accounting

applied in the defense budget to retirement costs of military personnel.

The bulk of the current strategic bomber force consists of the G and H
models of Boeing B-52 aircraft, introduced into the force in the 1960s.
Continuing improvements in Soviet air defenses have limited the ability of
these bombers to penetrate Soviet airspace. To address this problem, the
Administration has been installing air-launched cruise missiles on B-52s, is
going to field new B-1B bombers over the next few years, and plans to intro-
duce an advanced technology--or "stealth"--bomber (ATB) at a later time.

Cruise missiles are small, highly accurate, unmanned missiles that can
be launched outside Soviet airspace, thus allowing the bomber to remain
beyond the range of most enemy air defenses. These missiles are now de-
ployed on 90 of 151 B-52G aircraft, and the 90 newer B-52H aircraft are
being modified to carry these missiles. B-52Gs not modified to carry cruise
missiles will be transferred from the strategic forces and used as conven-
tional bombers.

The Administration plans to retire B-52Gs that carry cruise missiles in
the mid-to-late 1990s, as the ATB is fielded. This option would retire these
aircraft by 1990 as the B-1Bs are deployed. Operating and support savings
would equal $280 million in budget authority in 1988 and nearly $5 billion



SECTION II: SPENDING AND REVENUE OPTIONS NATIONAL DEFENSE 51

over the next five years. These savings include funds that would have been
used to modify these aircraft. Although the bomber force would be some-
what smaller than its current size for a few years, numbers would rise some-
what above current levels as the ATB is deployed. Retiring these B-52G
aircraft early would also reduce demand for tankers for aerial refueling,
thus easing the shortfall for that aircraft.

There would be another advantage as well. The SALT II treaty limits
to 1,320 the numbers of multiple warhead missiles and bombers carrying air-
launched cruise missiles (ALCMs); a further sublimit constrains the number
of multiple warhead missiles to 1,200. If other forces are introduced as
planned, having more than 120 bombers carrying ALCMs would require com-
pensatory reductions in multiple warhead missiles. Although the Adminis-
tration is no longer adhering to the unratified SALT II treaty, the Congress
formally expressed its sense that the United States should continue to ad-
here to the numerical sublimits so long as the Soviet Union continued to do
so. If older B-52Gs were retired early, all B-52Hs and some B-1Bs could be
modified to carry cruise missiles without exceeding these limits. Moderniz-
ation would not cause the United States to bump up against the SALT limits
again until September 1988, when the ninth Trident submarine is scheduled
to begin sea trials.
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DEF-17 ALTER OPERATION AND MAINTENANCE FUNDING

Annual Savings Cumulative
(millions of dollars) Five-Year
1988 1989 1990 1991 1992 Savings

Savings from Administration’s Request

Budget Authority 2,430 2,540 2,720 2,870 3,010 13,570

Outlays 1,840 2,430 2,640 2,790 2,930 12,630
Savings from CBO Baseline

Budget Authority -830 -2,260 -5,890 -8,510 -10,810 -28,300

Outlays -630 -1,880 -4,940 -7,710 -10,060 -25,220

About 27 percent of 1987 defense appropriations supports the operation and
maintenance (O&M) of existing plant and equipment. Part of this account
pays for civilian workers. The rest purchases goods and services for main-
tenance of existing equipment, training, fuel and spare parts, base opera-
tions, and many other things. Spending for these activities is commonly
referred to as "readiness" spending since it contributes directly to the day-
to-day capability of the military forces.

Since 1982, O&M budget authority has increased about 16 percent in
real terms. Although some of this growth was needed to support an increase
in forces for both the Navy and Air Force, much of it, according to the
Department of Defense, was used to increase the readiness and training of
forces that already existed. Current budget plans call for O&M budget
authority to increase about 15 percent in real terms during the next five
years. Presumably this higher funding stems from the cost of operating new
equipment and of placing current forces at an even higher state of combat
readiness and effectiveness.

These increases in O&M could be appropriate if history is a guide. The
total value of all defense weapons will increase at an average rate of about
3 percent annually in real terms through 1992, assuming that the Adminis-
tration carries out its current defense plans. Over the last 10 years, O&M
has correlated reasonably closely with the total value of weapons. If this
relationship continues, demands for O&M could increase.
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On the other hand, substantial increases in O&M would not be needed
if the services limited their O&M spending per weapon in the future to what
they spend today. Based on five-year force structure and modernization
plans submitted by DoD, CBO estimates that planned changes would require
an average real increase of about 1 percent in O&M spending over the next
five years, if spending per weapon remained unchanged. Because DoD
claims that current forces are at a high level of readiness, it is not unreal-
istic to assume that the current level of spending per weapon is adequate.

If improvements to date in force readiness were deemed sufficient,
growth in real O&M funds could be slowed. In 1987, the Congress reduced
the Administration’s request in budget authority for O&M by about 9 percent
which resulted in about 2 percent real growth in budget authority over the
1986 level. In addition, the Congress agreed to refunds from the various
service stock funds to the operation and maintenance accounts. These re-
funds are not figured into the real growth figure. Limiting the O&M funding
to 1 percent real growth in 1988, and then allowing it to increase at rates
proposed by the Administration in subsequent years, would save $2.4 billion
in budget authority in 1988 and a total of $13.6 billion over the next five
years relative to the Administration’s request. Relative to the CBO base-
line, this option would exceed the baseline by $0.8 million in fiscal year 1988
and by $28.3 billion over the next five years. This might require reducing
some operating tempos relative to the Administration’s planned level, unless
operating and maintenance efficiencies could be realized. CBO cannot
specify in detail the effects of such a limit because of the large number of
O&M projects, each of which could be affected differently.
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DEF-18 REDUCE ACTIVE-DUTY END STRENGTH TO 1982 LEVEL

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Savings in Total Federal Budget a/

Budget Authority 390 1,380 2,280 2,880 3,010 9,940

Outlays 260 930 1,580 2,020 2,160 6,950
Savings in Defense Budget a/

Budget Authority 410 1,440 2,370 3,000 3,150 10,370

Outlays 380 1,400 2,340 2,960 3,140 10,220

a. Savings in the federal and Department of Defense budgets differ because of the effects

of accrual accounting applied in the defense budget to retirement costs of military
personnel and in the treatment of social security withholdings.

Since 1980, active-duty end strength (the total number of active-duty mili-
tary personnel at the end of the fiscal year) has increased by 6.6 percent,
from 2,040,000 in 1980 to 2,174,000 authorized for 1987. Much of this
increase was used for expanded forces in the Navy and the Air Force. For
example, in 1980 the Navy had a total of 479 battle force ships, including 13
deployable aircraft carriers. In 1987, the number of battle force ships will
reach 567, an increase of 18 percent, with 14 deployable aircraft carriers.
Similarly, the Air Force increased the number of its tactical fighter wings
from 34 in 1980 to 37 in 1987.

It isn’t clear that the Administration’s national security policy requires
this increase in forces. Rather than follow previous approaches in planning
capabilities to fight one major war--or one major war plus a separate minor
conflict--this Administration has been less specific about its strategy for
conventional forces. Recently, however, Secretary Weinberger has indicat-
ed that the Administration’s conventional strategy is not so different from
the strategy of previous Administrations.

Moreover, budget constraints have not allowed the Administration to
achieve all of its original force goals. Although the Navy expects to achieve
a numerical goal of 600 ships by the end of fiscal year 1989 when new ships
already funded by the Congress will join the fleet, it will be an older fleet
and a different mix than originally planned. Nor has the growth in active-
duty manpower for the Navy kept up with what would be needed to man the
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600 ships fully while maintaining what the Navy would consider a desirable
rotation between sea and shore duty. The Air Force goal of 40 tactical
fighter wings by 1986 was revised downward to maintain the current 37-wing
structure. The Army increased its total number of active force divisions
from 16 to 18 by decreasing the size of previously existing divisions and
transferring some support responsibilities from the active to the reserve
forces. Thus, the Administration would argue that the further increases in
personnel and force structure proposed in its budget are necessary to meet
defense needs.

On the other hand, if efforts to reduce the budget deficit constrained
future defense budgets below today’s levels, current active-duty end
strength might be reduced. Overall spending reductions might lead to re-
ductions in personnel in order to maintain at acceptable levels the spending
for high-priority programs for research and procurement--such as the Ad-
vanced Technology Bomber (ATB), Advanced Tactical Fighter (ATF), and the
Strategic Defense Initiative (SDI)--and to retain spending for day-to-day
operations at about today’s level.

One alternative would be to reduce active-duty end strength by 75,000
below the 1987 level over the next two years, leaving it at about the level
authorized in 1982. Immediate savings under this alternative in the person-
nel accounts would be $390 million in budget authority in 1988 and $9.9
billion over the next five years, assuming the reductions are applied propor-
tionally and at all pay grades. These savings reflect reduced costs for per-
sonnel and personnel support. Even when the reduction was implemented
fully, however, the cuts would amount to about 1 percent of the total de-
fense budget, far less than the 3.5 percent reduction in personnel.

Achievement of further cost savings would depend on how the reduc-
tions were accommodated. Reductions of this magnitude could require
changes in the force structure. For example, the Navy would be hard
pressed to man all of its ships and might have to retire many ships earlier
than planned. The number of deployable aircraft carrier battle groups might
fall to 13, the number that existed in 1982. The Air Force might have to
reduce to 36--the 1982 level--the number of tactical fighter wings and re-
tire some B-52s early (see DEF-16). The Army could deactivate two divi-
sions, returning to the 16 active divisions that existed before 1985. These
reductions in force structure should eventually lead to substantial reductions
in procurement costs as fewer weapons are needed. Such reductions might
take several years, however, since much of the procurement planned in the
next few years would be needed to modernize the forces that would remain
even after the cuts called for in this option. Moreover, some of the person-
nel reductions under this option could be accomplished by reducing overhead
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rather than fighting units, which would not lead to procurement savings even
in the long run.

Nevertheless, force changes of this magnitude would inevitably reduce
defense capabilities. The number of ships actively deployed at any given
time during peacetime would be reduced from current levels. In the event
of a major war with the Soviet Union, there would be fewer tactical air and
combat ground forces than there are today. No one can assess precisely the
effect this would have on the outcome of a major war in Europe, but it
would add risk. Force levels would still match those that existed in 1982,
however, and by most measures offered by DoD, the quality of the forces
today is higher than it was at that time. Thus, although defense capabilities
under this option would be lower for some contingencies, they would exceed
the 1982 levels.

In addition, the losses in capability caused by reductions in end
strength would be mitigated somewhat by the productivity-enhancing effect
of increased seniority in the services’ enlisted forces. Average experience is
increasing in all the military services. Evidence on experience/productivity
trade-offs in the military is limited, but what evidence is available suggests
that increases in seniority could offset roughly one-third to one-half of this
option’s cuts in enlisted end strength in terms of aggregate effectiveness.
This result assumes that the cuts would affect all years of service equally,
the same assumption underlying the above cost figures. If, instead, the cuts
were accomplished entirely through reduced recruitments in fiscal years
1988 and 1989, the offset would be on the order of 60 percent to 80 percent,
with some reduction in cost savings. While increased productivity would not
necessarily affect the force reductions required because of cuts in end
strength, it would make the remaining forces more effective than they cur-
rently are.



SECTIONII: SPENDING AND REVENUE OPTIONS NATIONAL DEFENSE 57

DEF-19 SLOW THE GROWTH IN ARMY ACTIVE GUARD AND
RESERVE PERSONNEL

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Savings in Total Federal Budget a/

Budget Authority 70 220 390 600 840 2,120

Outlays 50 150 270 420 600 1,490
Savings in Defense Budget a/

Budget Authority 70 230 410 620 870 2,200

Outlays 70 220 400 610 850 2,150

a. Savings in the federal and DoD budgets differ because of the effects of accrual accounting

applied in the defense budget to retirement costs of military personnel and in the
treatment of social security withholdings.

Army Active Guard and Reserve (AGR) personnel are full-time military
members who are assigned to reserve components. In the event of war, they
would join their part-time reserve units as full-time soldiers. The AGR
personnel levels generally increase to support specific units and missions as
reserve components expand. To accompany its proposed growth in the Army
Reserve and Army National Guard, the Administration’s plan calls for an
increase in Army AGR personnel from 37,467 in 1987, or 4.9 percent of
Army total reserve strength, to 55,450 in 1992, or 6.5 percent of total
strength.

Active Guard and reserve personnel fill an important need. They per-
form a variety of administrative tasks, including the management of equip-
ment maintenance and coordination of training programs so that, when part-
time reserve personnel serve on weekends, they can concentrate on training.
Nor are the numbers of Army AGR personnel out of line with the other
services. About 4.9 percent of the total strength of the Army National
Guard and Army Reserve are made up of AGRs, compared with 14.9 percent
in the Navy Reserve and 4.6 percent in the Air National Guard and Air
Force Reserve.

On the other hand, AGR personnel are generally more expensive than
typical active-duty soldiers since they have more military experience. Last
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year, the Congress reduced the number of full-time reserve personnel below
the level proposed by the Administration. The Congress could again alter
the funding for AGR personnel by maintaining it at the 1987 authorized
level over the next five years. This would save $70 million in budget author-
ity in 1888 and $2.1 billion over the next five years. To the extent that
AGRs are necessary to maintain reserve readiness, this approach could in-
crease some units’ administrative workloads at the headquarters level and
lower some maintenance standards for vehicles and equipment.
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DEF-20 LIMIT MILITARY PAY RAISE

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings

Saviugs in Total Federal Budget a/

Budget Authority 950 1,300 1,350 1,400 1,460 6,460

Outlays 610 910 970 1,010 1,060 4,550
Savings in Defense Budget a/

Budget Authority 990 1,350 1,410 1,470 1,520 6,740

Outlays 920 1,330 1,410 1,460 1,520 6,640

a. Savings in the federal and DoD budgets differ because of the effects of accrual accounting

applied in the defense budget to retirement costs of military personnel and in the
treatment of social security withholdings.

Under current law, military personnel will receive an annual pay raise in
October 1987 that matches the change in private-sector pay. The Adminis-
tration proposes instead a 4 percent increase effective January 1, 1988.
This increase would be similar to the raise assumed in the CBO baseline,
which is designed to keep pace with private-sector wage increases since the
last military pay raise. Such a raise might not, however, be justified con-
sidering the recent strength of recruitment and retention. A 2 percent
January increase, coupled with increased spending on first-term reenlist-
meiit bonuses as described below, would satisfy many of the purposes of the
larger proposed increase at considerable savings. Budget authority would be
reduced by $950 million from the Administration’s request in 1988, and by
$6.5 billion over the next five years (assuming that annual raises after 1988
kept pace with those in the private sector, without any adjustment to recoup
the 1987 loss).

The 2 percent raise would represent a compromise between the dic-
tates of pay comparability and pay competitiveness. In the long
term, comparability must be maintained or the services will risk losing their
best people to higher private-sector pay. Short-run deviations from com-
parability may be justified, however, when recruitment and retention condi-
tions are particularly good or bad. The Administration’s request would
maintain current levels of comparability. Recent retention and recruitment
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successes--indicated by first- and second-term reenlistment rates near his-
torical highs and continued high percentages of enlistments by those with
high aptitudes and high school diplomas--suggest, however, that a more
modest pay increase could give the services a sufficiently strong competitve
position to meet their needs. No increase at all, on the other hand, might
erode the confidence of service personnel in the long-term commitment by
the Congress to pay comparability.

Reduced first-term reenlistment rates resulting from the smaller pay
raise could cause a problem. Although the rates would remain high by his-
torical standards, the small number of people entering the service in past
years will lead to smaller than usual numbers of second-term service people
in the next few years (and eventually, to smaller numbers progressing into
the senior career force). If this problem became severe, spending on first-
term reenlistment bonuses might have to be increased. A $150 million in-
crease would offset the effect of the less-than-comparable pay raise, and
improve the services’ abilities to correct imbalances across military occupa-
tional specialties. This added spending is not reflected in the above figures.

Selectively adding to the pay of service members beginning their
second enlistment tours would contribute to "pay compression"--that is, a
reduced pay differential between senior and junior personnel. Although
senior service personnel who were unhappy about this compression might not
leave in large numbers, they could lose motivation and become less produc-
tive. It also is possible that the extra personnel retained by higher first-
term bonuses would tend to leave upon completing their additional obligated
service. Whether this effect would be undesirable would depend on the
services’ future requirements for senior career personnel.
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DEF-21 RAISE COST-SHARING FOR CERTAIN OUTPATIENTS

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
Admin. Request 1988 1989 1990 1991 1992 Savings
Budget Authority 110 120 120 130 130 610
Outlays 90 110 120 120 130 570

Several categories of patients receive free care at military outpatient clin-
ics, including dependents of active-duty personnel, retired military person-
nel, and dependents of retirees. This option would save $70 million in bud-
get authority in 1988 and $410 million over the next five years by charging
all but dependents of low-ranking enlisted personnel (E-4 and below) for
most outpatient visits made in the continental United States. It would save
an additional $40 million in 1988 and $200 million over the five years by
doubling the annual deductible under the Civilian Health and Medical Pro-
gram of the Uniformed Services (CHAMPUS). This fee has not changed
since 1966. (Administrative expenses not included in these estimates would
offset some of these savings, but the offset should be modest if the military
adapts existing or planned automated health information systems to track
the fees.)

Under this option, dependents of enlisted personnel above pay grade
E-4 and retired enlisted personnel and their dependents would pay $5 for
each visit to a military-sponsored clinic. Retired officers and their depen-
dents, as well as dependents of active officers, would pay $10. Total
charges would be limited to $100 a year for each enlisted family member
and $200 for each officer family member. The annual CHAMPUS deductible
would rise to $100 for an individual or $200 for a family.

Charging outpatients would help the Department of Defense defray
the $58 it spends on average for each outpatient visit. It would also reduce
the demand for scarce medical services. People tend to overuse free medi-
cal services, thus contributing to overcrowding in military clinics. Reduced
clinic services would benefit DoD by freeing resources for use in other
areas, such as inpatient care. Moreover, this option would give military
beneficiaries an incentive to participate in DoD’s new voluntary CHAMPUS
Reform Initiative (which will use special networks of civilian medical pro-
viders) by raising the cost of continuing to receive outpatient care in mili-
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tary facilities or through the current CHAMPUS program. (The Administra-
tion is planning to collect nominal fees from some non-active-duty outpa-
tients on a limited test basis; potential savings, however, do not appear in
the President’s budget.)

Because of medical care’s importance as a part of military compensa-
tion, military families might view an outpatient charge as an erosion of
benefits. Recruitment and especially retention could suffer, although the
parallel trend in civilian medicine towards greater cost sharing might limit
dissatisfaction by military personnel. Indeed, findings from the depart-
ment’s 1984 health-care survey suggest that many enlisted families would
accept a $5 fee: if they had to pay that amount, 60 percent of the out-
patients from active enlisted families and 80 percent from retired enlisted
families would still have wanted to visit a military physician. Nor should a
fee significantly harm health, a concern of some, since evidence shows that
people at ages and incomes typical of military beneficiaries seek necessary
medical care even when they must share the costs.



ENTITLEMENTS AND OTHER
MANDATORY SPENDING

Entitlements and other mandatory spending represent the largest single
category of federal spending. Excluding agricultural price supports, which
this report considers in a separate section, entitlement outlays equalled 44
percent of federal outlays in 1986.1/ If no changes are made in current
policies, spending for entitlements is expected to increase from $432 billion
in 1986 to an estimated $642 billion in 1992, or 49 percent of total outlays.
This chapter presents 21 options that would either reduce outlays for
entitlements and other mandatory spending or would increase general or
earmarked revenues--for entitlement-related functions--compared with the
CBO baseline.

Entitlement programs provide benefits to all people or jurisdictions
who are eligible to receive aid and who choose to participate. The level of
spending in entitlement programs is determined, not by the annual appropri-
ations process, but rather by the program rules that govern eligibility and
the extent to which eligible persons or entities participate. As a result of a
variety of factors--including demographic shifts, changes in provider prac-
tices, and cost-of-living adjustments (COLAs)--outlays for entitlements
vary automatically. To curtail the growth in spending for these programs,
the Congress must modify the laws governing an entitlement program’s eli-
gibility, benefits, or reimbursement of providers for their services.

As Figure 4 indicates, Social Security is the largest entitlement pro-
gram, accounting for 46 percent of federal spending on nonfarm entitle-
ments in 1986; other federal retirement and disability programs constituted
an additional 11 percent. Medicare, the second largest entitlement pro-

1. All figures on spending for entitlement programs exclude agricultural price supports
because this report considers farm price supports in a separate section. Including
agricultural price supports, entitlements equalled 46 percent of federal spending in
1986 and would grow to an estimated 51 percent of outlays in 1992, if no changes are
made in current policies. For a detailed breakdown of entitlement spending by program,
including agricultural price supports, see Congressional Budget Office, The Economic
and Budget Outlook: Fiscal Years 1988-1992 (January 1987), Table II-7, p. 60.
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gram, represented 17 percent of spending for entitlements, while other
non-means-tested programs--including Unemployment Insurance and vet-
erans’ benefits- -accounted for 10 percent of these outlays. Medicaid, Food
Stamps, Supplemental Security Income, and other means-tested programs
made up the remaining 16 percent.

In 1986, approximately one-quarter of entitlement spending went for
health programs and three-quarters for non-health programs (see Figure 5).
Almost 75 percent of health expenditures were payments for hospital, phy-
sician, or other services for Medicare beneficiaries; 25 percent were grants
to states for services for Medicaid beneficiaries.

Through the mid-1970s, outlays for nonfarm entitlements grew rapidly
as a result of the creation of new entitlement programs and major expan-
sions in eligibility and benefits in both new and already existing programs.
Entitlements rose from $33 billion in 1965 to $183 billion in 1976; after
accounting for inflation, spending tripled in this period (see Figure 6).

Figure 4. Figure 5.
Composition of Entitiement Outlays  Composition of Entitlement Outlays
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Although growth in entitlement spending slowed after the mid-1970s,
outlays continued to increase. Spending for entitlement programs rose from
$183 billion in 1976 to $432 billion in 1986--a 27 percent increase in real
terms. Since 1981, legislative actions to slow this growth have been sub-
stantial, but, because of phase-in periods, for example, the effects of many
changes could be seen only after a lapse of time. Moreover, despite these
legislative changes, CBO projects that entitlements will grow more rapidly
than overall inflation and will remain about the same proportion of the gross
national product over the next five years.

Spending for health programs has grown more rapidly than spending for
other entitlements (see Figure7). While demographic changes--the in-
creased elderly population, for example--have affected both types of en-
titlements in roughly the same way, health-care benefits per person have
risen more rapidly than non-health benefits. A main reason for this differ-
ential growth is that health-care prices have risen, and are expected to
continue to rise, more rapidly than other prices. For example, the medical
care services component of the Consumer Price Index (CPI) rose by 49 per-
cent between 1981 and 1986, while the overall CPI increased by only 23
percent during the same period. In addition, the average beneficiary’s use of

Figure 6.
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health-care services--often called intensity--has risen over the same
period. Looking to the future, the CBO baseline assumes that these underly-
ing conditions will continue and, therefore, that spending for health entitle-
ments will grow more rapidly than the remainder of this budget category.

During the past year, the Congress curtailed slightly the growth in
aggregate spending for entitlement programs; eliminating the over $4 billion
General Revenue Sharing (GRS) program was the largest spending change.
In other cases--Medicare, Guaranteed Student Loans, and Medicaid, for
example- -program expansions were enacted at the same time as other op-
tions to reduce federal costs, with only a small net effect on federal spend-
ing. In several programs--Social Security being the largest- -recipients re-
ceived an unscheduled cost-of-living adjustment (COLA) in January 1987
because the provision that defers COLAs when inflation is low was eliminat-
ed. The overall result of all changes in entitlement programs, including the
1986 sequestration, is that total outlays were reduced, compared with the
CBO baseline, by about $5 billion in 1987 and approximately $6 billion in
1989, or about a 1 percent reduction in spending for entitlement programs.
In addition, federal revenues increased because the maximum wage base for
Social Security taxesincreased with the unscheduled COLA.

Figure 7.
Cumulative Growth Rates in Entitlement Outlays by
Type of Expenditure, 1970-1992
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The Congress could curtail the growth of spending in entitlement pro-
grams in three main ways--limiting payments to providers, reducing or eli-
minating aid to beneficiaries, or increasing receipts. The options presented
in this chapter include examples of each approach.

The first way--altering payments to providers of services for benefi-
ciaries--has been used extensively in the past, especially in the Medicare
program. Some changes in payments to health-care providers might not
affect recipients; other changes, especially substantial ones, could affect
beneficiaries adversely--reducing their quality of care or increasing their
expenditures, for example. ENT-01 through ENT-04 would limit Medicare’s
payments to hospitals; ENT-05 and ENT-06 would reduce payments for phy-
sicians’ services.

Alternatively, the Congress could cut spending by eliminating eligibili-
ty for certain groups felt to be less in need or by reducing benefits for some
or all program recipients. ENT-14 through ENT-18 are examples of this
approach.

Under the third approach, the Congress could increase receipts either
from current beneficiaries (ENT-07 through ENT-11) or from broad groups
of taxpayers (ENT-13, ENT-19 through ENT-21). The former set of options
would reduce federal costs by requiring recipients to pay more; the latter
set would increase general or earmarked revenues. In addition, some of the
options would reduce the use of services, especially health-care services.
ENT-12 is a hybrid approach because it would reduce federal payments to
states that could in turn cut payments to providers, limit benefits, raise
revenues, or use some combination of these three approaches. Several other
options to increase revenues for entitlement-related functions (REV-18
through REV -20) are discussed in the revenue section of this report.

In this section, options to reduce spending for entitlement programs or
to increase revenues are organized by program area. ENT-01 through
ENT-13 concern health-care programs. ENT-14 through ENT-16 discuss
alternatives for reducing net federal outlays for Social Security and other
retirement and disability programs. ENT-17 through ENT-21 address other
entitlement programs.
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ENT-01 RECALCULATE MEDICARE’S PROSPECTIVE
PAYMENT RATES USING MORE RECENT

COST DATA
Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
CBO Baseline 1988 1989 1990 1991 1992 Savings

Reduce the Payment Rates by 10.1 Percent
Outlays 4,400 4,850 5,400 5,950 6,600 27,200
Reduce the Payment Rates by 7.1 Percent

Outlays 3,060 3,350 3,750 4,150 4,550 18,900

The Social Security Amendments of 1983 established the current prospective
payment system (PPS) under which Medicare reimburses hospitals for in-
patient services provided to beneficiaries. Payment rates are set in advance
for each of 471 diagnostic categories known as diagnosis-related groups
(DRGs). By the end of fiscal year 1988, all payments to hospitals will be
based on national rates, calculated separately for urban and rural areas,
using 1981 cost data that had been inflated to represent 1984. For fiscal
years 1985 to 1987, the rates were updated annually by the Secretary of the
Department of Health and Human Services (HHS) and by the Congress.
Actual cost data for 1984 have just recently become available.

The new data provide information that could be used both to make
technical adjustments to the PPS rates and to evaluate the overall genero-
sity of the system. Because a system that incorporated the technical ad-
justments would more accurately reflect the situations of hospitals when the
PPS began, many analysts urge the adoption of these adjustments--a change
often referred to as "rebasing” the system. A simple approach that would
address technical difficulties with the relative rates now paid to urban and
rural hospitals would be to replace the 1981 data with those from 1984, but
leave all other components of the pricing system--for example, the "update
factors" for 1985 through 1987--at their historical values. In this case, the
rebased rates would be 10.7 percent lower for urban hospitals and 7.3 per-
cent lower for rural hospitals (for a weighted average of 10.1 percent),
reflecting the cost reductions hospitals had achieved by 1984 rela-
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tive to what had been expected based on pre-PPS costs. The new rates
would not, however, incorporate any further improvements in efficiency or
make any other technical adjustments to the PPS system. (See, for
example, ENT-02 which describes a possible modification to the indirect
teaching adjustment.)

If these rebased rates were implemented, Medicare’s outlays would be
reduced by $27.2 billion during the 1988-1992 period. While there is general
agreement that relative rates should be recalculated using the 1984 data,
more controversy surrounds the question of whether the level of aggregate
Medicare payments to hospitals should be reduced at the same time.

Proponents of lowering total payments when rebasing the system argue
that it is currently too generous, in part because hospitals have reduced
their costs substantially both before and after the implementation of the
PPS. During the past few years, the Secretary of HHS and the Congress
tried to account for these cost reductions by holding the annual update
factors below the estimated increases in the prices of goods and services
hospitals purchase. Despite these attempts, aggregate payments are
expected to exceed aggregate costs by 11.5 percent in fiscal year 1987.
Proponents contend, therefore, that lower and rebased payments would re-
flect more recent costs and technologies for providing care in a rapidly
changing industry. For example, some services formerly provided during an
inpatient stay, and hence included in 1981 costs, are now provided in out-
patient settings or skilled nursing facilities where they are separately reim-
bursed on a reasonable-cost basis. Therefore, the lower rebased rates would
avoid what is, in effect, double payment for these services.

Opponents argue that some or all of the current surplus should be left
in a rebased system. The hospital industry believes it should be able to
retain at least some of this surplus since the ability to profit, along with the
risk of costs exceeding payments, was an integral part of the financial in-
centives provided by the system. In addition, some analysts point out that
inadequacies in the PPS rates--for example, the way they account for sever-
ity of illness and wage differences among areas--adversely affect particular
hospitals in an unfair and unintended manner. Therefore, they maintain that
some of the aggregate surplus should be retained as a cushion until the PPS
system can be improved, because only by paying more to all hospitals could
the unfairly affected ones be helped. If, for example, three percentage
points were left in the system--that is, if the urban rates were reduced by
7.7 percent and the rural rates by 4.3 percent (for a weighted average of 7.1
percent)--Medicare outlays would fall by $18.9 billion over the 1988-1992
period.
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ENT-02 REDUCE MEDICARE’S PAYMENTS FOR THE
INDIRECT COSTS OF MEDICAL EDUCATION

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
CBO Baseline 1988 1989 1990 1991 1992 Savings
Outlays 370 450 500 550 600 2,470

Medicare’s prospective payment system (PPS), which is described in ENT-01,
pays higher rates to hospitals with teaching programs to cover their addi-
tional costs of Medicare patient care. The federal portion of payments to
these hospitals is raised by approximately 8.1 percent for each 0.1 percent-
age point of the hospital’s ratio of full-time equivalent interns and residents
to its number of beds. This adjustment was calculated to compensate hospi-
tals both for their indirect teaching costs--such as the greater number of
tests and procedures thought to be prescribed by interns and residents--and
to cover higher costs caused by a variety of factors that are not otherwise
accounted for in setting the PPS rates. These factors include severity of
illness within diagnosis-related groups (DRGs), location in inner cities, and a
more costly mix of staffing and facilities--all of which are associated with
large teaching programs. If payments for the costs of treating a "dispropor-
tionate share" of low-income patients (a characteristic also associated with
teaching programs) had also been included in the indirect teaching adjust-
ment, it would have been 8.7 percent. The difference (0.6 percentage
points), which is not paid as part of the indirect adjustment, is used to
finance part of the payments that are now made under a separate adjust-
ment to hospitals for the costs of treating a disproportionate share of low-
income patients.

If the indirect teaching adjustment were reestimated using the new
cost data for 1984 (which imply an adjustment of 6.9 percent rather than 8.7
percent), and the financing of the disproportionate-share adjustment were
also recalculated, then outlays would fall by $2.5 billion over the 1988-1992
period.

Proponents point out that this option would better align payments with
the actual costs incurred by teaching institutions, which fell substantially in
real terms between 1981 and 1984. On the other hand, this alternative
would considerably reduce payments to teaching hospitals, thereby poten-
tially lowering the access and quality of care for some beneficiaries.
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While agreeing that the indirect teaching adjustment should be lower-
ed, other individuals argue that the reductions in Medicare’s payments
should be returned to hospitals in general rather than removed from the PPS
system as budget savings. They hold this view because the indirect teaching
adjustment was originally financed by lowering payments to all other hospi-
tals rather than by increasing outlays.

The Congress might want to consider recalculating and lowering the
basic rates (see ENT-01) and reducing indirect teaching payments simul-
taneously. In this case, the payment reductions resulting from this last
option might either be used to lower Medicare outlays as described above, or
they could be returned to all hospitals by allowing PPS rates to be somewhat
higher than would result from implementing ENT-01 alone.
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ENT-03 REDUCE REIMBURSEMENTS FOR CAPITAL
EXPENDITURES UNDER MEDICARE

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
CBO Baseline 1988 1989 1990 1991 1992 Savings

Move Immediately to a Prospective Reimbursement System

Outlays 120 180 220 250 310 1,080
Move Immediately to a Prospective Reimbursement System
and Redefine Capital Expenses
Outlays 290 330 340 390 450 1,800
Move Slowly to a Prospective Reimbursement System
and Redefine Capital Expenses
Outlays 10 45 120 220 360 760

Although the Social Security Amendments of 1983 set up a prospective pay-
ment system (PPS) to reimburse hospitals for operating costs associated
with treating Medicare beneficiaries in various diagnosis-related groups
(DRGs), they did not change the retrospective, cost-based method of reim-
bursing capital-related expenses such as interest, rent, and depreciation.
Under the Omnibus Reconciliation Act of 1986, cost-based reimbursements
will be reduced by 3.5 percent in fiscal year 1987, 7.0 percent in 1988, and
10 percent in 1989. Reimbursements for capital expenses account for about
9 percent of Medicare payments to hospitals--roughly $4 billion in fiscal
year 1987.

All three of the approaches discussed here would lead to prospective
payment for capital-related expenses. The first two would do so immediate-
ly, while the third would partially retain cost-based reimbursement during a
five-year transition to a fully prospective system. In addition, two of the
approaches would redefine the capital expenses that would be eligible for
reimbursement under the prospective system. Under all three approaches,
the payments would be reduced by an additional 7 percent in 1988 and 10
percent in 1989 to parallel the cuts enacted in 1986.
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Move Immediately to a Prospective Reimbursement System. The current
cost-based method of reimbursement for capital-related expenses could be
replaced immediately by a prospective system under which capital expenses
would be reimbursed by increasing the DRG rates to reflect capital costs. If
payments for capital were set to their level in 1987 on a per-case basis,
Medicare outlays would be reduced by $1.1 billion during the 1988-1992
period. These savings would accrue because the DRG payments are project-
ed to grow more slowly than actual capital costs.

Reimbursing capital expenses by increasing the current DRG rates
would have several advantages. First, hospitals would have incentives to
reduce their capital costs as well as operating costs--for example, by seek-
ing to delay projects when interest rates were high, whereas now that is not
advantageous because all interest costs are reimbursed. In addition, this
approach would avoid the current incentive to substitute capital for labor--
the incentive that comes from combining prospective reimbursement for
operating costs with cost reimbursement for capital expenses--even when
that substitution would raise the hospital’s total costs. Finally, prospective
payments by Medicare would make federal outlays more predictable and
controllable--for example, they could be controlled even if a hospital build-
ing boom occurred in the coming years.

The major drawback to this approach is that the capital expenditures
of individual hospitals tend to be large and to occur infrequently. As a
result, some hospitals have capital expenses that are much higher than aver-
age in some years and much lower in other years. In other words, an add-on
based on the average level of capital costs per case in a base year would
generally not match any particular hospital’s current expenses.

A way to avoid large windfall gains and losses for some hospitals would
be to have a transition period during which part of the prospective payment
would be based on the increase or add-on described above and part would be
based on the particular hospital’s capital costs per case in the base year.
This modification--which is similar to the transition method used under the
PPS system for operating costs--would still move to a prospective system
immediately and would not affect the total savings. The distribution of
payments among hospitals during the transition period would differ, how-
ever. Hospitals that have recently undertaken large capital obligations
would gain, relative to using only a national add-on, while hospitals that
currently have below-average capital expenses but need to modernize in the
near future would lose.

Move Immediately to a Prospective Reimbursement System and Redefine
Capital Expenses. In addition to paying for capital prospectively, as in the
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previous option, the definition of capital expenses used to calculate the add-
on could be changed in two ways. First, Medicare could exclude the propor-
tion of capital costs related to return-on-equity (ROE), which is currently an
allowable cost only for proprietary hospitals. Under the provisions of the
Consolidated Budget Reduction Act of 1986, payments for ROE will be re-
duced by 25 percent in fiscal year 1987, 50 percent in 1988, and 75 percent
in 1989. Thereafter, Medicare will not reimburse for ROE. Under this
option, the Congress would end payments for ROE in 1987.

Proponents argue that the federal government ought to reimburse all
hospitals in the same way--whether they are voluntary or proprietary.
Moreover, because proprietary hospitals receive only about 10 percent of
Medicare’s payments, they point out that including ROE in the base for
calculating the average capital cost per case would spread these payments
across all hospitals, effectively generating windfall gains for the voluntary
ones. But other analysts contend exactly the opposite--that ROE is a legiti-
mate cost of doing business and either should continue to be reimbursed
based on actual costs or should be paid prospectively under a separate add-
on that would apply only to proprietary hospitals.

A second definitional change would reduce the amount of interest ex-
penses used to calculate the add-on by the amount of interest hospitals earn
on funded depreciation. Advocates of this offset point out that hospitals
have invested their funded depreciation to generate income rather than
using it to reduce the level of their outstanding debt. Moreover, they argue
that the federal government should not reward hospitals for the resulting
increase in their interest expenses. Opponents contend, on the other hand,
that the prospective payments for operating costs have not kept up with
inflation and that further cuts in federal payments would add to the finan-
cial stress some hospitals are experiencing from the PPS.

This option would lower Medicare’s outlays by $1.8 billion during the
1988-1992 period. These savings would accrue both because the redefinition
would lower the 1987 base amount of capital expenses, and because under
the prospective system for capital--which shares the advantages and disad-
vantages discussed in the previous option--payments are projected to grow
more slowly than actual capital costs.

Move Slowly to a Prospective Reimbursement System and Redefine Capital
Expenses. Another approach would be to move gradually from the current
cost-based system to a prospective one in which capital expenses were rede-
fined. For example, if during a five-year transition period, 95 percent, 80
percent, 60 percent, 40 percent, and 20 percent, respectively, of the
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reimbursement were based on capital costs as now defined, with the re-
mainder based on the prospective system described in the second option,
cumulative savings for fiscal years 1988 through 1992 would be $760 million.

Advocates of this approach argue that continuing partial cost-based
reimbursement during a transition period would lessen financial stress for
two large groups of hospitals--those with current high capital costs and
those planning large capital investments during the transition period. It also
would reduce windfall gains for many others whose actual costs would be
below Medicare’s payments under either of the first two options. Opponents
counter that this approach would substantially reduce budgetary savings
compared with immediate implementation of a prospective system and that
the positive incentives of paying prospectively would be delayed.
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ENT-04 REDUCE TOTAL MEDICARE DIRECT MEDICAL
EDUCATION PAYMENTS

Annual Savings Cumulative
Savings from (millions of dollars) Five-Year
CBO Baseline 1988 1989 1990 1991 1992 Savings
Outlays 150 160 170 170 180 830

Medicare’s prospective payment system does not include payments to hos-
pitals for their direct costs of graduate medical education (GME)--that is,
residents’ and teachers’ salaries, administrative costs, classroom expenses,
and the associated hospital overhead costs. Instead, these payments are
made separately, but also prospectively, based on Medicare’s share of the
hospital’s historical cost per resident. Medicare’s GME payments, which are
received by about one in six hospitals, represent approximately 2 percent of
Medicare’s payments for inpatient care, but cover nearly one-third of hos-
pitals’ total GME costs..

Several arguments support reducing Medicare’s payments for GME.
Many observers argue that such subsidies are unwarranted since the United
States is facing a projected aggregate surplus of physicians. Moreover,
since physicians earn much higher incomes as a result of their GME, they
might reasonably contribute more to these costs themselves.

If the Congress were to reduce Medicare’s total GME payments by 15
percent, the five-year savings would be about $830 million. (This option
would not change training programs for nursing and allied health profes-
sions.) This reduction could be accomplished in several ways: reduce the
per-resident payment for every hospital by 15 percent; cap each hospital’s
per-resident payment at the median; or eliminate per-resident payments to
hospitals for graduates of foreign medical schools (FMGs).

Among those groups who believe Medicare’s GME payments should be
reduced, advocates of a uniform 15 percent reduction in per-resident pay-
ments support it mainly on grounds of fairness. Advocates of a cap suggest
that only constraining payments to hospitals with historically high per-resi-
dent costs would generally penalize the most inefficient hospitals. Advo-
cates of eliminating payments to FMGs favor discouraging their employment
because of concerns about their quality as well as their contribution to
projected surpluses of physicians.
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Reducing Medicare’s GME payments could have several drawbacks,
however. Many hospitals have built their training programs based on expec-
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